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Dea?’- SthE’?OldBTS, 2007 was a significant and transformational year for MEDecision. We successfully completed the

development of our next generation collaborative health care management suite, extended our
strong relationships with key customers, and built important partnerships, all pivotal to our mission of delivering solutions that help
improve the retationship hetween patients, payers, and providers, These activitics will serve to drive our growth strutegy in 2008 and
beyond. Our valued customers, shareholders, and employees share our common goal of realizing the value and henefits of collaboration

in health care and 1 would like to take this opportunity to personally thank each for their support of and commitment to MEDecision.

Inadequate andl inefficient care management processes are pervasive in health care today, Quality of care, patient safety, and care
affordability are all suffering. Mostagree that greater collaboration in care management hiolds the answers, Unfortunately, complicated
and out of date software, proprictary data, incomplete patient information, and disparate technical systems all undermine the abilicy
to realize the benefits of collaboration. There is great opportunity and value in addressing these issues and in 2007 we did just that.

2007 culminated with the launch of our new simplified, smart, and state-of-the art selutions, Altneo™ ane Nexalign™

Alineo is a collaborative health care management platform for addressing case management, discase management and utilization
management. Customer response to Alineo has been tremendous and we believe customers are recognizing the power of the solution.
Alineo is compelling first because of its member centric view, which has received widespread attention. Second, Alineo is changing
our discussions with potential customers from a project implementation perspective to much longer-tenm, collaborative planning,
Third, because of the state-of-the-art architecture of Alineo, customers now have the opportunity 1 wilor the solution themselves.
Additionally, its open, standards-based technology and architecture means thut Alinea is a comprehensive, long-term solution that
health plans can deploy o inprove care quality, safety and affordability, while increasing internal operational efficiencies, From this

standpoint, it's a very powerful product with an inurinsic capacity to adapt and transform as the needs of our customers change.

Nexalign is a collaborative health care information exchange service that provides a simplified and smart way for health care payers,
patients, physicians and other care providers to securely access and exchange health information, mainly to improve clinical
decision-making at the point of care. Nexalign is centercd around Clinical Summarics, dinically validated, payer-based electronic
health records. Its multi-channel distribution enables information exchange among patients, payers and providers to provide richer,
more accurate and more complete informadon. Partnerships with leading health care information companies are an imponant
component of driving the adoption of Clinical Summaries. They are an attractive distribution channel for our Clinical Summanes
and an important source of clinical data going forward. More importanty, vur Clinical Summaries provided through these partners

will empower physicians with the information resources that they need, supplied by our payer clients,

With Alineo and Nexalign gaining momentum in the market, our focus now transitions from developing these re-architected and
state-of-the-art products to executing on the opportunities abead of us and reaccelerating growth o historical levels. 1am confident

that we are in an excellent posilion to realize our mission.

1 see 2008 as a year of opportunity for MEDccision as we contintte our mission of improving the relationship between

patients, payers, anc providers. Our position is now significantly improved since we believe there is no other

solution in the market that is as robust, powerful, or flexible as Alinee anel Nexalign. 1 an personally very pleased
that we delivered on our promise of launching these products by the end of 2007 and fulfilled a commitment that
we macle to our customers, ourselves, and our investors when we began 2007, We are also in a much improved
position from an organizational standpoint to deliver on our commitment to reaccelerate growth, We made
considerable progress in repositioning our business to a client services and execution focus, a process that

continues today. We have the products and now we are ready to realize their value.

Ou belalf of our employees, the management team, and the Board of Directors, thank you for your continued

interest in and support of MEDecision.

.v.v.v.

David St.Clair ..
Chairman of the Board and CEO
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Product and brand names are trademarks of their respective owners.
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Report on Form 10-K, including the sections labeled Management’s Discussion and

Analysis of Financial Condition and Results of Operations, contains forward-looking statements that you
should read in conjunction with the financial statements and notes fo financial statements that we have
included elsewhere in this Annual Report on Form 10-K. These statements are based on our current
expectations, assumptions, estimates, and projections about our business and our industry, and involve
known and unknown risks, uncertainties, and other factors that may cause our or our industry’s results,
levels of activity, performance or achievements to be materially different from any future results, levels of
activity, performance or achievements expressed or implied in, or contemplated by, the forward-looking

statements. We generally identify these statements by words or phases such as “believe,

2 ir
I

“expect,” “intend,

LEANT]

anticipate,”
” Cplan,” “will,”" “may,” “should,” “estimate,” ‘predict,” “potential,” “continue,” or the

negative of such terms or other similar expressions. Our actual results and the timing of events may differ

significantly from

the results discussed in the forward-looking statements, and you should not place undue

reliance on these statements. Factors that might cause such a difference include those discussed below under
the heading “Risk Factors,” as well as those discussed elsewhere in this Annual Report on Form 10-K. We
disclaim any intent or obligation to update any forward-looking statements as a result of developments
occurring after the period covered by this report or otherwise.




PART 1
Item 1. Business.
Company Overview

MEDecision, Inc., which was incorporated in October 1988 under the laws of Pennsylvania, may be
referred to throughout this report as “MEDecision,” the “Company,” the “registrant,” “we,” “us,” or
through similar expressions. These terms are used on the basis of consolidation described in note 1 to
the consolidated financial statements that are set forth in Part II, Item 8 of this 10-K Report.

We are a leading provider of collaborative health care management solutions, including integrated
software, services, and clinical content to health care payers. Our solutions provide a logical way to
manage members and member populations and improve health outcomes. Qur collaborative health care
management solutions include~—(i} Alineo, a platform addressing case management, disease
management, and vtilization management within a payer organization; and (ii) Nexalign, a collaborative
health information exchange scrvice. The Alinco solution provides a simplified and smart process for
analyzing, applying, and automating payer-driven best practices. It provides intuitive predictive
modcling tools to identify paticnts who can immediately benefit from casc and discase management
programs, delivers turnkey clinical knowledge and pathways based on embedded clinical content and
allows payers 1o automatically and intelligently administer and ¢valuate member and population-wide
health care programs including approvals, referrals, and extensions. The Nexalign solution provides a
simplified and smart way for health care payers, patients, physicians, and other health care providers to
sccurely access and exchange health information to foster better clinical decisions. It is designed around
Clinical Summaries, clinically validated payer-based electronic health records.

Since 1999, we have focused on broadening our solutions to respond to the evolving needs of our
customers. In 1999, we began offering a Data Gathering and Analytics module; in 2001, we began
offering a Collaborative Data Exchange module; in 2003, we began offering OptiCareCert; in 2004, we
began offering OptiCarcPath; in 2005, we began offering our customers the ability to electronically
transmit Clinical Summaries via our Collaborative Data Exchange module; and, in late December 2007,
we reengineered and simplificd our product offering into two solutions: Alineo, focusing on the
information and workflow requircments inside a payer’s organization, and Nexalign, focusing on the
exchange of clinical information from multiple sources 1o the point of care.

As of December 31, 2007, our customers included approximately 56 regional and national managed
care organizations, including the largest organizations in more than 28 regional markets. Based on our
review of publicly available information and our customers’ enrollment data, we believe that, in the
aggregale, our customers insure or manage care for approximately one out of every six insured persons
in the United States. Depending on the application, we provide our solutions on an annual subscription
basis, on a per-transaction basis or under limited term licenses, all of which provide us with recurring
revenue.

We license our solutions through direct sales to customers in the United States. Our revenue has
increased at a compound annual growth rate of 21.5% since 2003, to $44.8 million for the year ended
December 31, 2007, from $20.5 million for the year ended December 31, 2003.

The Company operates in one reportable segment. All of the Company assets are located in the
United States.
Industry Overview

The Centers for Medicare & Medicaid Services (“CMS”) projected that more than $2.5 trillion
was spent on health care in 2008, representing 18% of U.S. Gross Domestic Product (“GDP”). CMS
estimates that spending will grow to $4.2 trillion by 2015, or 23% of GDP. Health care cosls are




increasing in part due to improvements in medical technology and medicai treatments, but also because
of increases in general utilization of health care products and services. Rising health care costs
negatively impact a wide array of constituencies, including federal and state governments, employers,
consumers and health care providers. However, we believe that the broad array of health care payers is
the most directly impacted. Payers include federal and state government programs like Medicare,
Medicaid, and public employee health benefit plans, large commercial insurers, and numerous other
national, regional, and local health plans, administrators, and self-insured corporations. Rising health
care costs consistently threaten to negatively impact these payers.

We believe that payers have two options if they are to maintain their viability. First, payers can
proactively manage the delivery of health care services and products to their members to improve the
quality and cost of care. Sccond, they can offset rising health care costs by reducing their internal
administrative costs through efficiency gains. To the extent they are not successful at proactively
managing care more cffectively and reducing their internal administrative costs, payers must pass the
rising cost of health care on to their customers and their members. Passing on these costs ultimately
threatens the paycers’ relationships with their customers and/or members as enterprises and consumers
also seek 1o lower their health care related expenditures. Accordingly, payers are consistently secking
new strategies 1o morc effectively manage the care delivery process for their members and reduce their
internal operating costs. Based on our research, we believe that the market for care management
solutions is currently in cxcess of $1.2 billion per year.

Overuse, underuse, and misuse of medical services and treatments are widespread.

We believe that one of the malterial contributors to rising health care costs is overuse, underuse
and misuse of medical services, and treatments caused by providers lacking timely access to necessary
patient information and providers consistently failing to apply clinical best practices, which we refer to
as poor-quality carc. We believe that this combination has led to avoidable medical errors, injuries, and
fatalities. For example, The Institute of Medicine reported in November 1999 that as many as 98,000
people dic in hospitals each ycar as a result of preventable medical errors.

The “Third Annual Paticnt Safety in American Hospitals’ Study,” Healthgrades, April 2006, the
largest annual study of its kind, examined the records of Medicare beneficiaries treated at about 5,000
hospitals nationwide between 2002 and 2004 and used 13 patient safety indicators developed by the
federal government to track admissions. Key findings include:

* More than 250,000 paticnts died as a result of preventable medical errors between 2002 and
2004, a death toll that would rank medical errors as the sixth leading cause of death in
American, ahead of death due to diabetes, liver disease, and pneumonia;

» Approximately 1.24 million total patient safety incidents occurred between 2002 and 2004,
compared with 1.14 million between 2000 and 2002; and

* The patient safely incidents were associated with $9.3 billion in excess costs during the years
studied.

Additionally, an article in the Wall Street Journal dated May 23, 2006 reported that the Institute for
HealthCare Improvement found that poor communication is responsible for as many as 50% of all
medication errors and up 10 20% of adverse drug events in hospitals.

Providers Generally Lack Necessary Patient Information. 'We believe that a primary contributor 1o
medical errors is generally the lack of information cxchange among different providers treating the
same patients. Generally, providers have access to only the patient information contained in their own
files and systems. For providers seeing a patieni for the first time, the information is often limited to
information provided by the patient, which is generally rudimentary, incomplete or inaccurate. We
believe that this issue is particularly acute in emergency room situations where physicians need to make




quick decisions about how 1o treat a patient and generally lack the critical information that they need
to provide the patient with optimal care. We believe that this absence of complete paticnt information
has a negative impact on the quality and cost of carc by causing providers to misdiagnose medical
conditions, prescribe medications that negatively interact with each other, and order duplicative or
medically unnecessary tests and procedures.

In an effort 10 address this critical roadblock to improving quality of care, in 2004 President Bush
appointed a National Coordinator for Health Information Technology to develop a strategy for a
national health information infrastructure. Largely as a consequence, we believe that clectronic health
information networks are gaining popularity as a potential means for fostering the exchange of health
carc data by linking payers, providers, and paticnts to the same network. Both the Nationwide Health
Information Network and ils regional counterparts, the Regional Health Information Organizations,
depend on the existence of Electronic Health Records (“EHRs”™), for their success. EHRs are intended
1o provide a comprehensive view of a patient’s health status and care history compiled from an
individual patient’s information across the health carc system. We believe that EHRs will eventually
consolidate information supplicd by payers (Payer Based Health Records), providers (Electronic
Medical Records (“EMRS™))), and patients (Personal Health Records (“PHRs")})).

However, an impediment to creating EHRs in the near term is the relative scarcity of detailed
clectronic patient data. In Health Information Technology in the United States: The Information Base for
Progress, October 2006, 2 joint project of the Robert Wood Johnson Foundation and the federal
government’s National Coordinator for Health Information Technology, the most comprehensive study
to date that reliably measures the state of EHRs used by doctors and hospitals, researchers from
Massachusetts General Hospital and George Washington University estimate that one in four doctors,
or 24.9%, use EHRs to improve how they deliver care to patients. However, less than one in ten are
using what experts define as a “fully operational” system that collects patient information, displays test
results, allows providers to enter medical orders and prescriptions, and helps doctors make treatment
decisions. 1t shows that EHR adoption rates remain very low due to multiple financial, technical, and
legal barriers. The report authors say these barriers will need (o be lifted if the health sector is to meet
President Bush’s desired goal of ensuring that most Americans have their medical information
collected, stored, and organized in an EHR by 2014. In terms of patient-supplied data, we believe that
PHRs are in their infancy. Based on our analysis of industry reports and our customers’ experience
with Internet applications they provide to their members, we believe that fewer than 1% of the
population of the United States has created and maintains an electronic PHR for themselves and/or
their families. As a result, we believe that today’s only reliable source of comprehensive patient data
comes from payers, which have vast amounts of member data contained in their legacy claims
processing and care management systems.

Clinical Best Practices Are Not Universally Applied by Providers. Even when physicians have a
rcasonably complete picture of a patient’s status, physicians often do not have all of the medical
information that would help them treat the patient, thereby putting the patient’s health at unnecessary
risk. A wide array of medical organizations, such as the American Medical Association, American
Diabetes Association and American Heart Association, consistently update clinical best practices for
treatment of medical conditions and chronic diseases, Although providers have access 1o this
information, based on a RAND study published in the New England Journal of Medicine in June 2003,
we believe that clinical best practices are not employed approximately 45% of the time. Failure to apply
clinical best practices can raise health care cosls by decreasing the quality and cost cffectiveness of the
treatment. We believe that these failures occur for a variety of reasons, including provider inability to
keep up with clinical best practices due to the volume of medical conditions and diseases and the
frequency with which clinical best practices change.

Given the magnitude of the challenges facing the health care system, the nced for payers to
respond to rapid increases in medical costs and the capital requirements for information systems to



address the challenges, we believe that payers are the logical drivers of change. Payers, however, face
their own challenges.

Payers generally lack systems to effectively and efficiently address poor-quality care.

Due 10 their role in the health care system, payers arc uniquely positioned to identify poor-quality
care and have an interest in improving outcomes for their members to reduce the cost of care. As the
financial intermediary between the provider and patient, payers have the opportunity to monitor the
care provided to their members through active care managecment programs. Payers have a large volume
of patient information in elecironic format contained in their legacy claims processing and care
management systems. However, we believe that payers generally lack the information technology
systems (o play these roles effectively and efficiently. Based on our expericnce, we believe that payers
generally rely on a combination of manual processes, third-party point solutions, and proprictary
systems for many components of the care management process. As a result, we believe that these
processes generally suffer from the following critical weaknesses:

Payers Cannot Effectively and Efficiently Identify High-Risk Patients. In order for payers to identify
poor-quality care, they must monitor the care provided 1o their members. Payers widely rely on manual
processes, third-party providers or their own proprietary systems with limited functionality and
scalability to identify high-risk members. The administrative cost of using clinical staff to closely
monitor every member is prohibitively expensive and materially outweighs the financial benefits. For
payers to have a positive influence on quality and cost of care at an acceptable administrative cost, we
believe that they must have the technology to identify members with a high risk of substantial health
care costs, including members with chronic diseases such as diabetes, or severe medical conditions such
as breast cancer. While identifying patients whose historical costs have been high is relatively easy, the
challenge is 1o identify those patients who will incur high costs in the next 12 to 18 months. We believe
that less than 20% of payers’ most seriously ill members are responsible for a majority of the payers’
health care costs.

Payers Lack Information Systems to Optimally Manage Member Care. Payers employ teams of
doctors and nurses—who are in short supply and highly compensated—to monitor the care provided 1o
high-risk members and often intervene where necessary. These professionals review each patient’s
treatment plan against clinical best practices and intervenc with the treating provider and patient to the
extent poor-quality care exists. This process is referred to as care management. In our experience, these
care management professionals fack comprehensive information technology systems to support their
workflow processes. Furthermore, they ofien rely on manual, ad-hoc processes to interject clinical best
practices into their workflow. As a result, we believe that the traditional carc management process
suffers from the following weaknesses:

« care managers fail to consistently identify poor-quality care;

+ care managers’ intervention processes have a high risk of manual error;

* care managers cannot consistently apply the most recent clinical best practices;
« payers fail to capture and analyze valuable historical data; and

* payers can only apply care management to the most obvious, highest cost members.

Payers Lack Systems Necessary to Share Critical Patient Information Internally and With Providers.
We believe that payers have the most comprehensive base of patient information in electronic format.
Their legacy claims and care management systems contain basic member identification informaltion as
well as raw data on the member’s historical medical conditions, inpatient facility admissions, emergency
room visits, tests and procedures, medications, and providers. This information, once processed and
validated, can be utilized throughout a payer’s organization to help to improve the quality of care,




However, this generally does not occur, because many payers’ legacy systems are not integrated with
other systems. Therefore, data housed in one system cannot be leveraged by other functional
departments without direct access to that system. The information contained in payers’ legacy systems
can be even more valuable at the point of care. For example, we belicve that this basic information
would increase an emergency rcom doctor’s ability to provide high quality care when presented with an
unconscious patient. However, in order for this information to positively influence care decisions,
providers must have on-demand access to this information in an easily understood format. To date,
payers have lacked the systems necessary (o automalically assemble the data, review the data for
inconsistencies, analyze and summarize the data and disseminate the data internally, and to providers in
real time.

Benefits of Our Solutions

Before we simplified our product offerings in December 2007, we had offered a Collaborative Care
Management suite that was comprised of four related product modules. Currently, our collaborative
health care management solutions include Alineo and Nexalign. The Alineo solution provides a process
for analyzing, applying, and automating payer-driven best practices. It provides intuitive predictive
modeling tools to identify patients who can immediately benefit from case and disease management
programs, delivers turnkey clinical knowledge and pathways based on embedded clinical content and
allows pavers to automatically and intelligently administer and evaluate member and population-wide
health care programs including approvals, referrals, and extensions. The Nexalign solution provides a
way for health care payers, patients, physicians, and other health care providers 1o securely access and
exchange health information to foster better clinical decisions. It is designed around our Clinical
Summaries, which are payer-based electronic health records that have been clinically validated.

We believe our solutions allow our payer customers to improve the quality of care and reduce
costs by enabling payers to:

* Identify high-risk members. Our solutions automatically organize the data contained in our
customers’ legacy claims processing and care management systems and apply proprietary
algorithms to that data to classify their members based on their risk of incurring material
medical costs. We believe that these solutions increase the effectiveness of our customers’ care
management programs by more accurately and efficiently identifying members that would benefit
from active disease or case management, thereby helping to improve the quality and reduce the
cost of care.

* Promote consistency, reduce manual errors, and administrative costs through antomation. Qur
solutions automate the workflow process for utilization management, case management, and
disease management. With respect to utilization management, our solutions automate workflow
processes to enable our customers to adjudicate approximately 85% of providers’ health care
authorization requests without manual intervention and guide utilization management specialists
through the workflow process for the remaining, more complex cases. By doing so, these
solutions allow our customers’ specialists to handle more cases and focus on more complex
value-added tasks, thereby reducing administrative costs. With respect to case management and
disease management, our solutions guide care management specialists through a systematic
intervention process specifically tailored to the member’s medical condition or disease based on
clinical best practices and our customers’ internal rules and guidelines. By doing so, we believe
our solutions promote consistent utilization and care management processes that are less prone
to manual error, thereby helping to improve the quality and reduce the cost of care.

* Promote the consistent application of clinical best practices. Our solutions enable care
management professionals to apply clinical best practices and best processes when adjudicating
the medical appropriateness of requested services, evaluating treatment plans and creating



intervention plans. Accordingly, adjudications are more accurate, while care management
intervention plans are more consistently based on clinical best practices helping to improve the
quality of care and to reduce the cost of care.

* Utilize analytics to improve processes. The reporting tools contained in our solutions allow our
customers to analyze historical results 1o determine which care management interventions were
generally the most effective in improving the quality of care and cost efficiency. These toals
allow our customers 1o continually refine and improve their internal care management rules and
guidelines.

* Enable enhanced information access. Our solutions establish a single source of clinical
information that supports integration with our customers’ other operational systems to ensure
that care managers have access to the most current information. By providing access to all
relevant data, we allow more effective carc management programs. Qur solutions also allow
patients and providers to obtain a Clinical Summary, which includes patient demographic
information, medical conditions, providers, and treatment opportunities in an on-demand, easy
to use format. By providing this critical patient information to patients and providers in an easily
understood format in real time, we believe that we improve the quality and reduce the cost of
care, For example, in a study dated July 24, 2006 that we commissioned to be conducted on our
behalf by HealthCore, Inc., a data analysis company owned by WellPoint, Inc. the sharing of
Clinical Summaries by BlueCross BlueShield of Delaware with the staff at the emergency
department for Christiana Care Health System greatly reduced the cost of care for patients seen
in the emergency room. The study compared the costs of services delivered in the emergency
department, and for those patients admitted to the hospital during their first day of
hospitalization. HealthCore included data on 918 emergency room visits where Clinical
Summaries were retrieved and 3,590 matched “control” visits where no Clinical Summaries were
used. The conclusion was that overall costs paid by the health plan and the patient dropped by
an average of approximately $545 per emergency department visit, or 19.7% of the average cost
of the control visits that did not utilize this information.

Our Strategy

Our goal is to be the leading provider of health care management solutions and to encourage
market-wide adoption of our Clinical Summaries. Key elements of our strategy include:

* Continue to expand our relationships with customers. We have developed strong customer
relationships, which we believe provide us with both recurring revenue streams from those
customers and cross-selling opportunitics. During 2007, we renewed approximately 89% of our
customer contracts which were subject to renewal. Historically, our revenue per customer has
increased as we have expanded our penetration within those customers by including more
members and increasing the number of solutions purchased by those customers. We will further
strengthen relationships with our existing customers to ensure a consistent renewal rate in the
tuture. We also intend to develop innovative cross-selling programs to continue to increase our
Ievenue per customer.

* Innovate new solutions and lead the next generation of Collaborative Health Care Management.
Over the past five years, we have introduced several new solutions and expanded our clinical
conlent in response to the unique needs of our customers, We have accomplished this expansion
through internal development, as well as acquisitions. We intend to further develop innovative
solutions, both internally and through acquisitions, to improve the quality and cost of care and
increase administrative efficiency.

* Apply resources to ensure provider adoption of Clinical Summaries. We released our
Collaborative Data Exchange suite in 2005 and are currently deploying it for thirteen managed




care organizations. In late December 2007, we simplified our product offering and introduccd
Nexalign. The growth in revenue for Nexalign will be contingent upon provider adoption of the
Clinical Summaries. In January 2007, in order to cultivate this adoption, we created a specialized
marketing and training team and arc working with our customers’ provider relations depariments
to strengthen our ability to increase usage of our Clinical Summaries. We intend to continue (o
creatively apply resources in order to encourage provider adoption of our Clinical Summaries.

* Expand our customer base. We have grown our annual revenue to $44.8 million in 2007 by
licensing our solutions to approximately 56 customers. We estimate that there are at least 300
additional managed carc organizations in the United States that could benefit from our
solutions. Because they share the same challenges as our existing customers, we believe thal
self-insured companics and Medicare and Medicaid organizations are also attraclive target
customers. Our strategy also includes committing resources to license our solutions into smaller
payers in markets where our larger customers have rolled out our principal connectivity module.
We believe these smaller payers can achicve high productivity gains from the alrcady established
provider adoption of our self-service tools. We intend to continue to invest in sales and
marketing to increase awareness of our solutions within the payer market and obtain additional
payer customers.

* Continue to build recurring and predictable revenue streams. Historically, we derived most of
our revenue from our Advanced Medical Management module, currently included in our Alineo
solution, for which our customers purchase five-year term licenses. Although this module
provides us with a recurring revenue stream, the size of the license fee and the fact that we
recognize the license fee at the time we enter into the contract has caused this revenue stream
to fluctuate, sometimes significantly, from quarter to quarter. In 1999, we began offering our
customers additional solutions and clinical content for which they pay annual subscription fces or
transaction fees. These revenue streams provide us with greater quarterly revenue visibility as we
recognize the revenue from annual subscription fees ratably over the term of the license and
from transactions as they occur. We intend to continue to develop new solutions for which our
customers will pay annual subscription fees or transaction fees.

Our Collaborative Health Care Management Solutions

Before we simplified our product offerings in December 2007, our Collaborative Health Care
Management suite consisted of four related product modules—(i) Data Gathering and Analytics;
(it} Clinical Rules and Processes; (iii) Advanced Medical Management; and (iv) Collaborative Data
Exchange. We currently have combined our Case Management, Disease Management, Ultilization
Management functions and supporting applications (which were primarily features and functions
incorporated into the previous Data Gathering and Analytics, Clinical Rules and Processes, and
Advanced Medical Management module) into Alinco and our collaborative health information
exchange services (previously certain features and functions of Collaborative Data Exchange) into
Nexalign.

Alineo

Alineo is a collaborative health care management platform that addresses case, disease, and
utilization management within the walls of the payer by:

* Analyzing data to identify patients for limely and appropriate inlerventions;
* Applying clinical knowledge based upon best clinical practices;

* Automating heaith care program administration using workflow 1ools that embed both business
and clinical rules.



Alineo consists of the following:

* Alinco Care Management Analytics. Our Care Management Analylics is a data enginc with an
analytics component that enables a payer to process, summarize, and evaluate information from
both intermal and external sources. This process automatically identifies members who could
immediately benefit from active casc or disease management to help improve clinical andfor cost
outcomes.

* Alineo Clinical Intelligence. Our Alineo Clinical Intelligence is a set of clinical rules, based upon
evidence-based medicine, reference materials, medical industry-standard best practices, and
physician expertise, for clinical consistency in care management processes. Alineo Clinical
Intelligence identifies specific condition treatment opportunities as well as health and wellness
interventions.

* Alineo Clinical Summaries. Our Alinco Clinical Summaries are clinically validated payer-based
health records compiled from claims and care management data files and created for our
customer’s members. Clinical Summaries are created using our Care Management Analytics and
Clinical Intelligence by aggregating the data contained in our customer’s legacy claims processing
systems, capturing the raw data related to a specific member and combining that information
with the care management data that resides in our care management database. After gathering
the data, Alineo Care Management Analytics applies industry accepted grouping and predictive
risk scoring methodologies and Alineo Clinical Intelligence applies rules to analyze the data for
inconsistencies. For example, the existence of one test for diabetes without corresponding
evidence of treatment for diabetes does not result in the listing of diabetes on the member’s list
of medical conditions.

* Alinco Clinical Programs. Our Alinco Clinical Programs consists of clinical pathways for case and
disease management that automatically populate questionnaires, goal templates, and other
correspondence to members and providers. This information is exposed to our customer’s care
manager as he/she accesses their daily workflow. We support clinical pathways for 30 medical
conditions that we believe address the majority of our customer’s health care expenditures.

» Alineo Clinical Criteria. Our Alineo Clinical Criteria is a set of medical criteria integrated with
questionnaires employing branching logic methodology that allows our customers Lo determine
the medical appropriateness of a requested health care service or treatment. Ultilizing Alineo
Clinical Criteria, our customers can adjudicate provider request for treatment authorizations or
service referrals.

* Alineo Automated Approvals. Our Alineo Automated Approvals supports the use of customer
defined business rules that automatically evaluate care requests to determine medical
appropriateness and whether the request should be approved or pended for further review by
our customer’s medical staff.

* Alineo Reporting. Our Alineo Reporting consists of a standard set of report templates, as well as
the ability for our customers to develop ad hoc reports, based upon the care management data
that resides within Alineo.

* Alineo Correspondence. Our Alineo Correspondence supports documentation management and
letter generation through a third-party correspondence product to allow our customers to
efficiently define and maintain letter templates in Microsoft Word.

* Workflow Management. All of the above components are integrated with our workflow
management tool within Alineo. Our workflow management tool consists of workflow and
detection tools that address the continuum of care management processes, such as specialized
case and disease management, admission and outpatient certification, referral management,




concurrent review and discharge planning. It allows care management staff to antomatically and
intelligently administer, manage and evaluate both individual and population-wide health care
programs, which improves health care quality and reduces administrative and medical costs. It
also assists our customers with meeting regulatory and accreditation requirements for consistent
care management processes.

Leveraging this comprehensive data repository, we automate workflow across the continuum of the
care management process including:

* Utilization management. This quality assurance process allows payers to confirm the medical
necessity of health care services and products. Utilization management generally includes the
clinical review of hospital admissions, organ transplants, elective surgeries, high-tech diagnostic
tests, and expensive medications, often before the service or product is delivered to the paticnt.

* Case management. This care and financial benefils coordination process supporls paticnts with
multiple conditions and/or traumatic injuries by ensuring that the patient receives the
appropriate care from different members of their carc team at the appropriatc time and in the
appropriale setting, even when the patient’s health benefit plan might require modification to
provide coverage for such treatment.

* Disease management. These coaching and care coordination processes supporl patients with
chronic conditions by helping to ensure that the patient understands the nature of the condition,
the best ways to minimize its impact, and thal the patient complies with the esiablished
treatment regimen. The disease manager also helps coordinate the patient’s interaction with the
health care system to ensure that the patient receives the appropriate care from different
members of their care lcam at the most appropriate time and in the most appropriate setting,

We license a database module from InterSystems Corporation that is material to our workflow
automation. The license expires May 31, 2012. If we fail to license the InterSystems Corporation
database module, it could adversely affect our ability to sell our solutions and lead 1o a decline in
revenue and the future growth of our business.

Nexalign.

Our Nexalign solution is a collaborative health care information exchange service that provides a
simplified and smart way for payers, paticnts, physicians, and other health care providers to securely
access and exchange health information to foster better clinical decisions. Nexalign is designed around
Clinical Summaries, which are payer-based electronic health records that have been clinically validated
and which provides users with:

* Consistent Content—allows members in the care continuum to have access to consistent patient
information to ensure thal patients rcceive the best care possible;

* Choice in Access—allows Clinical Summaries to be delivered in both PDF format or as a web
service that can be pre-loaded into current care management systems; and

* Smart Usage—provides Clinical Summaries with highlighted trcatment opportunities and best
practices to health care providers at the point of care lo improve clinical decision making.

Through Nexalign, we can incorporate clinical information from sources outside of the licensing
payer and combine it with information contained within Alineo to deliver Clinical Summaries
electronically and on-demand to providers at the point of care.



Clinical Summaries

Our Clinical Summaries are clinically validated payer-based electronic health records that are
currently built from the data contained within our customer’s disparate databases. In an easily
understandable format, our Clinical Summaries present:

* patient demographic information, including name, date of birth, contact information, and the
name of the patient’s primary care physician;

* a summary of the patient’s medical conditions categorized by severity;

* a complete log of the patient’s facility admissions and emergency room visits;

* a summary of historical tests and health care services provided to the paticnt;

* a summary of medications taken by the patient;

* a list of the paticnt’s historical providers, their specialty, and contact information;
* a schedule of early detection flags and potential treatment opportunities; and

* an evaluation of the patients’ risk of needing treatment for a serious medical condition in the
next 12 months,

Future Solutions

We are continuing to develop MEDeWeaver. We believe that our MEDeWeaver technology is the
nex! gencration of the Electronic Health Records by weaving together all available sources of patient
information, including the Clinical Summary, the Electronic Medical Record, and the Personal Health
Record. MEDeWeaver is a technology that gathers patient data stored in several different databases;
analyzes this data for inconsistencies and combines them into one report. We are currently beta testing
our initial version of MEDc¢Weaver. We anticipate a release of the next version of MEDeWeaver in
early 2009,

Professional Services

Our professional services personnel have extensive domain expertise and use our proprietary
technology and content 1o provide implementation and consultling services and training. Many of our
professional service personnel have held positions at health care organizations or senior level consulting
positions at major consulting firms and other enterprise sofiware companies.

Implementation and Consulting Services

Our implementation services begin with an evaluation of a customer’s current information
technology infrastructure, which includes process engineering to optimize the configuration of our
solutions and integration with existing applications to fit each organization’s dynamic business
requirements. We support a consulting certification program and have a project management office that
equips our consuliants with a library of toolkits, forms, training documentation, and workshop
templates. We also oversee the management of customer deployments to help enable smooth,
syslematic, and on-time implementations and maximize success and financial returns for our customers.
After the initial deployment of our solutions, we provide ongoing strategic consulting services to help
our customers achieve desired results in quality improvement, increased productivity, cost savings, and
operational effectiveness. We collaborate with customer project leaders to establish an ongoing process
for continual evolution and solution optimization so that our customers can promote best practice
usage and end user adoption long after we deploy our solutions.
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Training

We offer a full range of educational services including pre-deployment classroom training,
train-the-trainer programs, system administrator training, post-deployment specialty training, upgrade
training, and ¢Learning/web-based training. We also offer a varicty of training tools to drive user
adoption, including solution uscr manuals, process user guides, featurc training exercises, a self-service
website for training scheduling and registration, post-training assessments, and synchronous, web-based
training tools for remote uscrs.

Technology, Development and Operations

Technology

Our Collaborative Health Care Management suite is built on a2 multi-ticr Java Enterprise Edition
(“JEE”) architecture that uses the Spring and Java Server Faces (“JSF”) frameworks. This is a
combination of open source, commercially available, and our own proprietary internally developed
components. Our products incorporate and embrace services-oriented architecture principals that allow
for the continued extension and adaptability of our Collaborative Health Care Management suite
through an underlying collection of highly cohesive, loosely coupled components. We use this
programming model 1o abstract interfaces, standardize messaging, and increase the versalility and the
valuc of our solutions. This approach allows for platform independence coupled with high scalability
and availability.

We have implemented the following guiding principles into our development methodology:

* flexible architecture to accommodate customer change requests built upon solid business domain
models and solution architecture;

* modular solution architecture to facilitate reuse and enhance marketability;
* leverage open community standards; and

* incremental migration from legacy o new architeclure to preserve the customer cxperience.

Development

We believe that three primary factors drive our innovation: our clients, our domain experts, and
our research and development employees. We use the feedback gained through our customer
interactions and from all of our employees (o add value added enhancements to the model products.
We also leverage the experience of our domain experts, who produce white papers, case studies, and
thought pieces, which form the foundation for our innovation. Qur research and development team
maintains a repository of ideas, and selected ideas are presented to the market validation team. Market
validated ideas progress to the prolotype stage. The executive tcam reviews prototypes and selects those
with the highest potential, which then enter the product development phase. Once in the product
development stage, our team of internal software engineers develops, tests, and implements the
applicable code for stand-alonc deployment or integration into our existing solutions, as applicable.

Total research and development expenditures were $10.8 million, $9.4 million, and $5.0 million for
the years ended December 31, 2007, 2006, and 2005, respectively. Total research and development
expenditures included capitalized software development costs of $4.8 million, $1.4 million, and
$2.4 million for the years ended December 31, 2007, 2006, and 2005, respectively.

Operations

Our primary service delivery datacenter is managed by MEDecision within a SunGard hardencd
datacenter facility in Philadelphia, Pennsylvania. This datacenter serves as the primary facility for our
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transaction based solutions and also for delivery of Clinical Summarics to payers, providers, and
paticnts. A physically separate segment of this facility is used to deliver our hosted solutions for
customers who subscribe to this service offering. This agreement is set to expire in November 2008. At
this time, our intent is to renew this agreement. We also have a secondary datacenter in Wayne,
Pennsylvania for our service burcau offering and a disaster recovery sile localed within another
SunGard facility in Carlstadt, New Jersey. We adhere to industry standards and best practices in our
domestic operations. The transaclion envirenment is shared across clients to reduce costs for each
individual client. Each client’s nctwork connectivity is highly secured. Data backups are completed over
the wide area network to our disasler recovery facility in Carlstadt, New Jersey.

Our datacenters are continuously monitored by a comprehensive set of tools and personnel,
24 hours a day, seven days a week. Our datacenters have built-in power redundancy, with two
uninterrupted power supplies backed up by an industrial strength generator to provide uninterrupted
service to our clients. We have documented our network, server and database management procedures
including backup and recovery.

Customer Support

We believe that superior customer support is critical to our customers. Our customer support
group assists our customers by answering questions and troubleshooting our solutions. Customer
support is available 24 hours a day, seven days a week by telephone, email, and over the Internet from
a member of our customer support tcam. Each member of our customer support team receives
comprehensive training and oricntation to ensure that our customers receive high-quality support and
service. Each of our customers is assigned a single point of contact. When an issue is reported to us,
our customer support personnel follow a clearly defined cscalation process to ensure that mission-
critical issues are resolved to the satisfaction of the client. We believe that our customer service model
has materially contributed to our client retention rate. As of December 31, 2007, our customer support
group consisted of 22 employees located in Wayne, Pennsylvania.

Customers

As of December 31, 2007, we had contracts with 46 entities that represented approximately 56
regional and national managed care plans. Our customers include the largest managed care
organizations in more than 28 regional markets.

Our revenues from Heaith Care Service Corporation (“HCSC”) and Blue Cross Blue Shield of
Minnesota (“Minnesota™) accounted for approximately 26% and 12%, respectively, of our revenue for
the year ended December 31, 2007. Our revenues from HCSC and Horizon Blue Cross Blue Shield
(“Horizon™) accounted for approximately 27% and 20%, respectively, of our revenue for the year
ended December 31, 2006. In late 2005, HCSC selected our Collaborative Care Management solution
for use by its enterprise. As part of that contract, HCSC consolidated three separate agreements with
us: BlueCross BlueShield of Illinois, Texas, New Mexico, and Oklahoma. On an aggregated basis, the
health care plans covered by the HCSC agreement accounted for 25% of our revenue in 2005, and
included a five-year term license fee that accounted for 13% of revenue. No other customer accounted
for more than 10% of our revenue in the years 2007, 2006, and 2005.

Sales and Marketing

Our target customers include the leading regional health insurance companies and national health
insurance companies. We license our solutions to new and existing customers primarily through our
direct sales force. We manage our relationships with our exisling customers, including cross-selling and
up-selling activities, through account executives. Our sales office is located in Wayne, Pennsylvania.
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Cur marketing initiatives are gencrally targeted toward increasing awarencss of our solutions
within the health care payer market. In order 10 do so, we participate in conferences, trade shows, and
health care industry events, conduct direct mail and email campaigns, advertise in industry-specific
trade magazines and Internet websites, distribute white papers, case studies and thought picces, and use
our website to provide product and company information.

Intellectual Property

Our intellectual property rights arc important to our business. We rely on a combination of
copyright, trade secret, trademark, and other common laws in the United States and other jurisdictions,
as well as confidentiality procedures and contractual provisions 10 protect our proprictary technology,
processes, and other intellectual property. However, we believe that the following factors are more
essential to our ability to maintain a competitive advantage:

* our domain expertise;

 frequent cnhancements to our solutions;

* conlinued expansion of our health care content; and

* the technological skills of our rescarch and development personnel.

Others may develop products that are similar 1o and that compete with our technology. We
generally enter into confidentiality and other writlen agreements with our employees and third-party
partners, whereby we attempt to control access to and distribution of our software, documentation, and
other proprictary technology. Despite our efforts to protect our proprietary technology, third-parties
may, in an unauthorized manner, attempt to use, copy, or otherwise obtain and markel or distribute
our intellectual property or proprietary technology or may otherwisc develop a product with similar
functionality as our solutions and services. Policing unauthorized use of our intellectual property and
proprictary technology is difficnit, and nearly impossible on a worldwide basis. Therefore, we cannot be
certain that the steps we have taken or will take in the future will prevent misappropriation of our
technology or intellectual property.

Litigation regarding intellectual property is prevalent in the software industry. From time to time,
in the ordinary course of our business, we may be subject to claims relating to our intellectual property
rights or those of others, and we expect that third-partics may commence legal proceedings or
otherwise assert intellectual property claims against us in the future, particularly if we expand the scope
of our business, increase the number of products we offer that compete with third-parties in the
industry or the functionality of our solutions or services overlap with those of third-parties. We cannot
be certain that a third-party does not have a patent or other intellectual property rights that could
result in a future claim against us. These actual and potential claims and any resulting litigation could
subject us to significant liability for damages. In addition, even if we prevail, litigation could be
expensive, time consuming, and require additional resources of ours to defend and could affect our
business materially and adversely. Any third-party claims or litigation may also limit our ability to use
various business processes, software and hardware, other systems, technologies or intellectual property,
unless we are able 1o enter into a license agreement with such third-party, which may not be available
on commercially rcasonable terms, if at all.

Competition

We have experienced, and expect to conlinue to experience, intense competition from a number of
companies. Our Alineo and Nexalign sclutions compete with Landacorp, Inc., McKesson Corporation,
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and The TriZetto Group, Inc., cach of which offer products that compete with one or more modules in
our suite of solutions. The principal competitive factors in our industry include:

* solution breadih and functionality;

= case of deployment, integration, and configuration;

* domain expertise;

» depth of clinical content;

* service support;

* solution price;

* breadth of sales infrastructure; and

¢ breadth of customer support.

We belicve that we gencrally compete favorably with respect to all of these factors.

We may face future competition from large, established health care information technology
companies, as well as from emerging companies. Barriers 10 entry into our industry are relatively low,
new software products are frequently introduced and existing products are continually enhanced. In
addition, we expect that there is likely to be consolidation in our industry, which would lead to
increased price competition and other forms of competition. Established companies not only may
develop their own competitive products, but also may acquire or establish cooperative relationships
with current or future competitors, including cooperative relationships between both larger, established
and smaller public and private companies. In addition, our ability to license our solutions will depend,
in part, on the compatibility of our software with software provided by our competitors. Our
compelitors could alter their products so that they will no longer be compatible with our software or
they could deny or delay access by us to advance software releases, which would limit our ability to
adapt our software o these new releases. If our competitors were to bundle their products in this
manner or make their products non-compatible with ours, our ability to license our solutions might be
harmed and could reduce our gross margins and operating income,

Employees

As of December 31, 2007, we had 249 employees, consisting of 33 employecs in sales and
marketing, 79 employees in rescarch and development, 114 employees in delivery and support of our
solutions, and 23 employees in general and administrative positions. None of our employees are
represented by a union. We consider our relationship with our employees to be good and have not
experienced any interruptions of our operations as a result of labor disagreements.
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Item 1A. Risk Factors.

Our future results may be affected by industry trends and specific risks in our business. Some of the
factors that could materially affect our future resulis include those described below. Operating results for
future periods are difficult to predict and, therefore, prior results are not necessarily indicative of results to be
expected in future periods. Factors that could have a material adverse effect on our business, results of
operations, and financial condition include, but are not limited to, the following:

Our business may not continue to grow if the size of the market for care management solutions and
market acceptance of our solutions does not continue to grow.

Our growth is dependent upon the overall growth of the market for care management solutions,
which is in the early stages of development and is rapidly evolving. In addition, our growth is
dependent on the continued adoption of new software and technologies, including electronic heaith
records, by managed care organizations. In new and rapidly evolving industries such as ours, there is
significant uncertainty and risk as to the demand for, and market acceptance of, recently introduced
solutions and services. Achieving and maintaining market acceptance for new or updated solutions and
scrvices is likely to require substantial marketing efforts and the expenditure of significant funds to
create awareness and demand by potential customers. There can be no assurance that the revenue
opportunities from new or updated solutions and services will allow us to recover amounts we spend
for their development, marketing and roll-out. If the market refuses to adopt our solutions or if a
compelitor develops a solution or service that is preferred by the market, the demand for our solutions
will decrease, and we may not be able to sustain or increase our levels of revenue or profitability in the
future.

If the reliance and adaption of electronic Clinical Summaries by health care providers is not widespread
or cempeting solutions prove more attractive to health care providers, then our future revenue growth will
be materially adversely affected.

Although our success in marketing our Clinical Summaries will be measured by sales to health care
payers, the growth of our revenue is reliant on the adoption of electronic Clinical Summaries by
doctors and other health care providers. In the future, there may be more effcctive alternatives to our
Clinical Summaries for patient records, including solutions marketed by our competitors, physician
sponsored electronic health records and other more traditional means of medical record storage. The
future success of our business model is, in large part, linked to the adoption by health care
professionals of our Clinical Summaries. If these professionals ultimately prefer a different method by
which to gain medical information about their patients, then our results of operations and financial
condition could be adversely affected.

If Regional Health Information Organizations do not gain widespread acceptance, our future growth and
revenue may suffer.

Our growth prospects are dependent, in part, on the implementation of Regional Health
Information Organizations as a facility for the retrieval of paticnt data and delivery of Clinical
Summaries. If federal, state and other regional legislative and regulatory authorities delay or oppose
implementing these clinical data exchanges, it will be more difficultl for us to incorporate data from
health care providers into our Clinical Summaries. This limitation could negatively affect the usefulness
of our products and could significantly limit the growth of our market. In addition, this limitation could
lead 1o greater competition for what would become a smaller market in which to license our current
solutions, resulting in additional expenses in marketing our solutions and adverse effects on our results
from operations and our ability to provide Clinical Summary based products. Furthermore, our
solutions may not be well suited for the type of organization, if any, that ultimately gains widespread
acceptance for the dissemination of patient health information. This situation could cause us o incur
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additional expenscs to customize our solutions to be acceptable to these new market participants
without any shori-term revenue, or future prospecet of revenue, to cover these costs. As a result, we
may not achieve our expected growth or sustain or increase our revenue or profitabilily in the future.

The ability of some of our customers to compete with us, and other customers to provide solutions that
are similar to those we offer may adversely affect our market and lower our revenue and profits.

Some of our customers sell or license care management solutions that compete with ours or have
current intentions to develop them. For example, some payer customers currently offer electronic data
transmission scrvices to health care providers that allow them to download patient health information
in a format similar 1o the format offered by our solutions through affiliated clearinghouses, Internct
portals and other means of communications. In addition, some of our customers have extensive internal
development resources and provide their organizations with solutions similar to ours. For example,
some of our customers internally develop functions such as patient analytics and data warehousing. The
ability of payers to implement compelting technology or to provide services similar to ours may
adverscely affect our ability to sell our sclutions to these entities or the terms and conditions we are
able to negotiate in our agreements with them, which may lower the revenue and profits that we
currcntly reatize from these transactions.

If we fail to comply with broad patient privacy and medical information security laws and regulations, we
could be subject to fines and civil and criminal penalties that could negatively impact our business and
operating results.

As part of the operation of our business, our customers provide vs, or our solutions interface, with
paticnt-identifiable medical information. Government legislation and industry rulemaking, particularly
the Health Insurance Portability and Accountability Act of 1996, or HIPAA, statc laws and regulations,
and standards and requirements published by industry groups such as the Joint Commission on
Accreditation of Health Care Organizations, require the use and implementation of security, privacy
and other standards and requirements for the receipt, creation, maintenance and transmission of
certain electronic protected health information. Generally, HIPAA regulations directly affect what are
referred to as Covered Entities. Most of our customers are Covered Entities, and we function in many
of our relationships as a business associate, under business associate agreements with those customers.
The federal agencies charged with enforcement authority under HIPAA have taken the position that a
Covered Entitly can be subject to HIPAA penalties and sanctions for certain material breaches of a
business associate agreement. The penalties for a violation of HIPAA by a Covered Entity can be
significant and include both civil and criminal penalties and fines and could have an adverse impact on
our business, financial condition and results of operations, if such penalties ever were imposed on
customers of ours due to a defect in one of our solutions or the unauthorized release of patient-
identifiable medical information. We have policies and procedures that we believe assure material
compliance with all federal and state confidentiality requirements for the handling of protecied health
information that we receive from Covered Entities and with our obligations under business associate
agreements. If, however, we do not follow those policies and procedures, or if they are not sufficient to
prevent the unauthorized disclosure of protected health information, we could be subject to liability
and lawsuils, termination of our customer contracts or our operations could be shut down.

Moreover, because all HIPAA regulations are subject to change or interpretation and because
certain other HIPAA standards are not yet published, we cannot predict the full future impact of
HIPAA on our business and operations. In the event that the HIPAA regulations and compliance
requirements materially change or are interpreted in a way that requires any material change to the
way in which we do business, our business, financial condition and results of operations could be
adversely affected.
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Furthermore, states may pass legislation regulating how a patient’s medical information may be
shared among payers and providers that are more stringent than the equivalent federal laws. The
passage of state laws that affect information sharing may affect the ability of our customers to use our
solutions, thereby reducing demand for our solutions, which would negatively impact our revenue and
financial condition. We may need to incur significant costs 1o monitor active stale legislation and 1o
lobby legislators to prevent the passage of state legislation that would adversely affect our ability to sell
our solutions.

If HIPAA regulations are changed (o require patients to provide wriften consent to the sharing of their
information for treatment and health care operations, our future growth and revenue may suffer.

Currently under HIPAA, written consent from paticnts is not required when sharing patient health
information among Covered Entities and business associates for “treatment” purposes and “health care
operations.” Patients may choose to “opt out” of an information sharing process, if desired, to protect
their privacy. However, if federal or state legislation modifies existing privacy regulations to require a
patient 1o provide wrillen consent prior to any provider’s or payer’s retrieval of a patient’s health care
information from certain sources for treatment or health care operations, it may significantly decrease
the amount of information that we could gather in our Clinical Summaries. This siluation would
decrease the usefulness of our Clinical Summaries and the demand for such products. Any decreased
demand would reduce our future revenue and negatively impact our business and future growth.

Initiatives encouraging increased use of information technology in the health care sector may result in
increased competition.

There are currently numerous federal, state and private initiatives and studies secking ways to
increase the use of information technology in health care to improve care while reducing costs. These
and other initiatives may encourage more competitors to develop, sell or license solutions and services
to our current and potential customers. In addition, competition from information technology solutions
and services made available to health care payers on a not-for-profit or other low-cost basis by or on
behalf of governmental entities could have an adverse impact on sales of our solutions and services.
The effect that these initiatives may have on our business is difficult to predict, and we can provide no
assurances that we will adequately respond to the increased competition resulting from these initiatives
or that we will be able to take advantage of any resulting opportunities.

Increased government involvement in the health care sector may limit the ability of potential customers to
purchase and use our solutions, which could reduce revenue and materially affect future growth.

Health care system reform in the United States under the Medicare Prescription Drug,
Improvement and Modernization Act of 2003 and other federal and state initiatives, such as a national
health care system, could increase government involvemenl in health care, lower reimbursement rates
and otherwise change the business environment of our customers and the other entities with which we
have a business relationship and may limit their ability to purchase and use our solutions and services.
We cannot predict whether or when future health care reform initiatives at the federal or state level or
other initiatives affecting our business will be proposed, enacted or implemented or the impact those
initiatives may have on our business, financial condition or results of operations. Our customers and the
other entities with which we have a business relationship could react to these initiatives by curtailing or
deferring purchases of our solutions and/or services. Additionally, government regulation could alter the
manner in which physicians and other health care providers, hospitals, health care payers and other
health care participants provide care to patients, maintain patient medical information and interact with
one another, thereby limiting the utility of our solutions and services to existing and potential
customers and curtailing broad acceptance of our solutions and services.
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Increased governmental regulation of the Internet could require us to modify our products, which could
result in a reduction in our revenue and profitability.

The Internet and its associated technologies are subject to significant government regulation.
Given our use of the Internet o deliver our solutions and services, our failure, or the failure of our
payer customers and business pariners, to accurately anticipate the application of laws and regulations
affecting how we deliver our solutions and services, or any other failure to comply with such applicable
laws and regulations, could create legal liability for us. This situation could result in adversc publicity
or decreased revenue, cach of which could materially and adversely affect our business. In addition,
new laws and regulations, or new interprelations of existing laws and regulations, may be adopted or
implemented with respect to the Internet or other online services that may materially affect the way we
and our customers handle user privacy, patient confidentiality, consumer proiection and other similar
issues. Such adoption or implementation could cause our current solutions or services to fail 1o comply
wilh then applicable laws or regulations, and would require the revision of our current solutions or
services or the development of new solutions or services in compliance with such laws or regulations.
Such revision or new development could be costly and take a significant amount of time which could
reduce our revenue and profitability and otherwise materially adversely affect our financial condition.

New laws and regulations or new interpretations of existing laws and regulations could impact the
rates charged by Internet service providers to companies such as ours. Such laws and regulations could
result in increased costs to provide our solutions to our customers, which could reduce our profitability
and otherwise matenally adversely affect our financial condition.

We may be liable for the misdiagnases, mistreatment, injury or other harm to patients resulting from the
use of data that we provide to health care providers, and any resulting claims could negatively impact
our operating results and result in a decline in our stock price.

We provide, and facilitate providing, information for use by health care providers in treating
patients. Our health carc payer customers’ data is the primary source of a majority of this information.
If this data is incorrect or incomplete, the patient could be misdiagnosed or mistreated resulting in
adverse consequences, including death, giving rise to claims against vs. In addition, certain of our
solutions relate 10 patient health information, and a court or government agency may take the position
that our delivery of this information, including through licensed physicians or other health carc
providers, exposes us o personal injury liability or other liability for wrongful delivery or handling of
health care services or erronecous health information. While we maintain liability insurance coverage in
an amount that we believe is sufficient for the risks associated with our business, we cannot assure you
that this coverage will prove to be adequate or will continue to be available on acceptable terms, if at
all. A claim brought against us that is uninsured or under-insured could harm our business, financial
condition and results of operations. Even unsuccessful claims could result in substantial costs and
diversion of management resources and could cause the trading price of our commen stock to decline.

Consolidation in the health care industry could lead to a decrease in revenue and profitability.

Many health care industry participants are combining or considering combining with other
participants to create fewer and larger customers and potential customers, each of which would likely
have greater market power and leverage in negotiating contracts for our solutions and services.
Moreover, as provider networks and managed care organizations consolidate and the number of market
participants decreases, competition to provide solutions and services such as ours will become more
intense, and the importance of establishing relationships with key industry participants will increase.
These industry participants may try to use their markel power to negotiate price reductions for our
solutions and services. If we are forced to reduce our prices, our revenue would decrease and our
profitability would decline.
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Although some of our customers have been parties 1o consolidations in the past, our revenue and
customer base have not been materially affected by such consolidations during the past five years. We
cannot assure, however, that we will not be materially affected by such consolidations in the future.

We operate in a market with limited potential clients, derive a significant portion of our revenue from a
limited number of customers, and if we are unable to maintain these customer relationships or attract
additional customers, our revenue will be adversely affected.

Our revenues from Health Care Service Corporation (“HCSC”) and Blue Cross Blue Shield of
Minnesota (“Minnesota”) accounted for approximately 26% and 12%, respectively, of our revenue for
the ycar ended December 31, 2007. Our revenues from HCSC and Horizen Blue Cross Blue Shield
(“Horizon”) accounted for approximately 27% and 20%, respectively, of our revenue for the year
ended December 31, 2006. Our revenues from HCSC and its affiliates, on an aggregate basis,
accounted for approximately 25% of our revenue for 2005. Collectively, our top five customers
accounted for approximately 55% and 63% of our revenue for 2007 and 2006, respectively. Although
we are secking to broaden our customer base, we anticipale that a small number of customers will
continue Lo account for a large percentage of our revenuc. The loss of one or more of our key
customers, or fewer or smaller orders from them, would adversely affect our revenue.

In addition, the number of potlential customers in the electronic health care information market is
limited, and thercfore, our total customer base is limited. We believe that there are approximately 300
additional potential customers in our market. As of December 31, 2007, we had contracts with 46
entities that represented approximately 56 regional and national managed care organizations. If we lose
one contract, we may lose more than one entity as a customer. Our contracts with our customers arc
typically five-year agreements. We do, however, enter inlo contracts with our customers that do not
requirc long-term commitments, such as annual maintenance contracts or contracts for our
transactional solutions. If we are not able to attract additional customers, license new solutions to our
existing customers or obtain contract renewals from our customers, our revenue could decline.

We derive a significant portion of our revenue from recurring revenue streams, and if we are unable to
maintain these customer relationships, our revenne will be adversely affected.

Each of our license agreements with third-party customers provides us with a revenue stream that
gencrally recurs. Historically, a substantial portion of our customers have renewed their licenses at the
end of cach license term, which is typically five years. During the year ended December 31, 2007, our
customers renewed 89% of the contracts the stated terms of which were 1o expire during that period.
The combination of recurring revenue and high renewal rates has provided us with a substantial annual
revenue base. However, our customers may not continue to renew at this rate, and if they do renew,
the value of the contracts may be less. Thus, there is no assurance we will be able to sustain these
renewal rates, and if we are unable 1o sustain them, our revenue and profits could be adversely
affected.

We have grown rapidly, and if we fail to manage our growth, our reputation, revenue and results of
eperations may be negatively impacted.

Although we commenced operations 19 years ago, recently we have experienced, and continue to
experience, significant growth in our operations. This growth has entailed hiring key personnel,
developing and introducing several new products into the market and establishing new customer and
licensing relationships. We anticipate further expansion of our operations to address our potential
growth as we continue to address market opportunities. This expansion has placed, and we expect will
continue to place, a substantial strain on our management, operational and financial resources. In order
o manage future growth, we will be required to improve existing, and to implement new, operating and
management systems, procedures and controls. We also need to hire, train and manage additional
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qualified personnel. A significant factor in our growth has been a substantial increase in consumer
demand for our products. If we do not effectively manage our growth, we may not adequately satisfy
this demand. In addition, the quality of our offerings or our ability to develop and bring our offerings
to market on a timely or cost cffective basis could suffer. This could negatively impact our repulation,
revenue and results of operations.

We have a history of losses and cannot assure you that we will remain profitable, and as a result, we
may have to cease operations and liquidate our business.

Our expenses have exceeded our revenue in four of the last five years, and no nct income has
been available to common shareholders in four of the last five years. As of December 31, 2007, our
shareholders’ equity was $14.7 million and we had an accumulated deficit of $91.6 million. Our future
profitability depends on revenue exceeding expenses, but we cannot ensure that this will continue. If it
does not continue, we could be forced Lo curtail operations and sell or liquidate our business, and you
could lose some or all of your investment.

We have a history of quarterly fluctuations in our revenue and operating results and expect these
Sluctuations to continue, which may result in volatility in our stock price.

As a result of fluctuations in our revenue and operating expenses, our quarterly operating results
may vary significantly. We may not be able to curtail our spending quickly enough if our revenue falls
short of our expectations. We expect that our operating expenses will increase substantially in the
future as we expand our selling and marketing activities, increase our new product development efforts
and hire additiona! personnel. Our operating results may fluctuate in the future as a result of the
factors described ‘below and elsewhere in this Annual Report on Form 10-K:

* customers’ budgetary constraints and the procedures that they must follow in order to purchase
solutions and services;

* the existence and growth of markets for our solutions and services;

* potential reductions in the funds available to pay for our solutions;

* the size and timing of orders from customers;

* the specific mix of software and services in customer orders;

* the period of time necessary for a customer to select and purchase our solutions;

* changes in pricing policies by us or our competitors;

* the timing of new solution announcements and solution introductions by us or our competitors;

* changes in revenue recognition or other accounting guidelines employed by us and/or established
by the Financial Accounting Standards Board or other rule making bodies,

* the financial stability of our customers;

* our ability to develop, introduce and market new solutions, applications and solution
enhancements;

* market acceptance of new solutions, applications and solution enhancements;
* our success in expanding our sales and marketing programs;

* deferrals of customer orders in anticipation of new solutions;

* execution of, or changes 1o, our strategy; and

* general market and economic conditions affecting businesses generally,
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Any future fluctuations in our revenue and operating expenses may not maich the expectations of
market analysis and investors. Disappoinling operating resulis could cause the price of our common
stock to decline. Quarterly fluctuations in our revenue and operating expenses may make it more
difficult for market analysts and investors to assess the longer term profitability and strength of our
business at any particular point, which could lead to increased volatility in our stock price. Increased
volatility could cause our stock price to decline more than less volatile investments.

QOur stock price has been volatile and your investment in our common stock could suffer a decline in
value.

The market for stocks of technology companies has been very volatile. Since our initial public
offering in December 2006, the markel price of our common stock has been subject 10 significant
fluctuations and may continue 1o fluctuate or decline, and our daily trading volume has been, and will
likely to continue to be, highly volatile. Investors may not be able to resell their shares of our common
stock following periods of price or trading volume volatility because of the market’s adverse reaction to
such volatility. Factors that could cause volatility in our stock price and trading volume, in some cascs
regardless of our operating performance, include, among other things:

* general economic conditions, including suppressed demand for technology products and scrvices;
the existence and growth of markets for our solutions and services;

* actual or anticipated variations in quarterly operating results;
= announcementis of technological innovations;
* new producls or services;

* stock price and volume fluctuations of other publicly traded companies and, in particular, those
in the software or technology industry;

* failure to mect analysts’ or investors’ expectations;

+ announcements by us or our competitors of significant acquisitions, strategic partnerships, or
joint ventures;

+ our cash position and cash commitments;
* our prospects for sofiware sales and new customers; and
*» additions or departures of key personnel.

In the past, securities class action litigation has often been instituted against companies following
periods of volatility in their stock price. This type of litigation, even if it does not result in liability for
us, could result in substantial costs to us and divert management’s attention and resources.

Lengthy sales cycles for some of our solutions and the adoption of transaction-based solutions may result
in unanticipated fluctuations in the revenue that we receive from such solutions.

The duration of the sales cycle for our solutions and services is difficult to predict and depends on
a number of factors, including the nature and size of the potential customer and the size of the
purchase contemptated by the potential customer. Our sales and marketing efforts with respect to
health care payers generally involve a lengthy sales cycle due 10 these organizations’ complex decision-
making processes. Additionally, in light of increased governmental involvement in the health care
industry and related changes in the operating environment for health care organizations, our current
and potential customers may reacl to these changes by curtailing or deferring investments, including
those for our products and services. If potential customers take longer than we expect to decide
whether 10 purchase our solutions or 1o adopt our transaction-based solution, the expenses we incur in
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attempting to market our solutions could increase and our revenue could decrease, which could harm
our business, financial condition and results of operations and the trading price of our common stock
could decline.

If our information systems or the Internet experience security breaches or are otherwise perceived to be
insecure, our business could suffer, and our revenue could decline.

The difficulty of securely transmitting confidential information and patient-related personal health
information over the Internet has been a significant barrier to existing or potential customers’
willingness to engage in communications over the Internet. Our business model relies on our
customers’ ability and willingness to use the Internet to transmit confidential patient health
information. Any compromise of Internet security may deter customers from using the Internet for
these purposes and from using our solutions or services.

We may be required to expend significant capital and other resources to protect against security
breaches and hackers or to alleviate problems caused by breaches. Despite the implementation of
security measures, it also is possible that third-parties could penctrate the network security of our
solutions or otherwise misappropriate confidential paticnt health information and other data that may
be stored on or transmitted using our solutions. In that event, our operations could be interrupted, and
we could be subject to allegations of liability and the effects of regulatory action, We may need to
devote significant financial and other resources to defend ourselves from such allegations, to protect
against security breaches and to alleviate problems caused by such breaches, whether or not such
breaches were a result of a deficiency in our solutions or services.

Consumer groups with concerns about privacy issues relating to the use and storage of personally-
identifiable data, such as patient medical information, may influence health care professionals to refrain
Jrom adopting our solutions.

Consumer sentiment regarding health care privacy issues is constantly evolving. Such consumer
sentimeat may affect our customers’ interest in our current or future products. In some cases,
consumer groups and individual consumers already have begun to express concern over the storage
and/or use of personally-identifiable paticnt information. Accordingly, privacy concerns of consumers
may influence health care professionals to refrain from adopting our solutions, which could in turn
harm our prospects. Moreover, strong consumer attitudes may precipitate significant adverse opinions,
which may lead to new regulations. If we fail to successfully monitor and address the privacy concerns
of consumers, our business and prospects would be harmed.

If we do not develop and implement new or updated solutions and services in order to generate revenue
Jrom existing and new customers and compete effectively against our competitors, our revenue could
decline, and our future growth could be adversely affected.

We must introduce and license new solutions and improve the functionality of our existing core
solutions and services in a timely manner in order to retain existing customers and attract new
customers. The pace of change in the markets we serve is rapid, and there are frequent new solution
and service introductions by our competitors and by vendors whose solutions and services we use in
providing our own soluations and services. If we do pot successfully identify and respond to
technological and regulatory changes and evolving industry standards in a timely manner, our core
solutions and services may become obsolele or unattractive to polential or existing customers.
Technological changes also may result in the offering of competitive solutions and services at prices
lower than we are charging for ours, which could result in our losing sales unless we lower our prices.
Furthermore, our development and implementation of proposed solutions and services may take longer
and cost more than originally expected, requiring more testing than anticipated and the addition of
personnel and other resources. Any such failure or delay could adversely affect our competitive position




and our profitability or could make cur current solutions obsolete or unattractive 1o polential or
existing customers.

Competition for our employees is intense, and we may not be able to attract and retain the highly skifled
employees that we need to support our business.

The industry in which we operate is characlerized by a high level of cmployee mobility and
aggressive recruiting of skilled personnel. There can be no assurance that our current employees will
continue 10 work for us. Our ability to provide high-quality solutions to our customers depends in large
part upon our ¢mployees’ experience and expertise. We must attract and retain highly qualified
personnel, including doctors and nurses, with a deep understanding of the health care and health care
information technology industrics. We compete with a number of companies for expericnced personnel
and many of these companies, including customers and competitors, have greater resources than we
have and may be able to offer more attractive terms of employment. In addition, we invest significant
time and expense in training our employees. This increases their value Lo customers and competitors
who may seek 1o recruit them and increases the costs of replacing them. If we fail to retain our
employees, the quality of our products and services and our ability to provide such products and
services could diminish and this could have a material adverse effect on our business, financial
condition and results of operations and as a result, the trading price of our common stock may decline.

Our success depends on our ability to retain key management personnel, whom we may not be able to
retain.

We believe that our success depends on the continued employment of our senior management
team. If one or more members of our senior management team were unable or unwilling to continue in
their present positions, it would be more difficult for us to successfully operate our business and
achieve our business goals. We believe that the loss of the services of any member of our senior
management team could adversely affect our business, financial condition and results of operations.

We may not be able to hire or retain enough additional personnel to meet our hiring needs.

Our success also depends on having highly trained professional services and software development
personnel. If we are unable 1o retain our personnel, it could limit our ability to service our customers
and design and develop products, which could reduce our attractiveness to potential customers,
investors, or acquirers. We may need to hire additional personnel if our business grows. A shortage in
the number of trained consultants and developers could limit our ability to implement our software if
we arc able to license software to new customers or if our present customers ask us to perform more
services for them. Competition for personnel, particularly for employees with technical expertise, could
be strong. Our business, financial condition, and operating results will be materially adversely affected
if we cannot hire and retain suitable personnel,

Our failure to compete successfully could cause our revenue or market share to decline.

The market for our solutions and services is intenscly competitive and is characterized by rapidly
evolving industry standards, technology and user needs and the frequent introduction of new solutions
and services. Some of our competitors may be more established, benefit from grealer name recognition
and have substantially greater financial, technical and markeling resources than we do. In addition, a
number of companies new to our market have introduced or developed solutions and services that are
competitive with one or more components of the solutions that we offer. We expect that additional
competitors will continue to enter this market. Moreover, we expect that competition will continue to
increase as a result of consolidation in both the information technology and health care technology
industries. If one or more of our competitors or potential competitors were to merge or partner with
one of our competitors, the change in the competitive landscape could adversely affect our ability to

23




compete effectively. Furthermore, our potential customer base is composed of a limited number of
health care insurance payers. This limited number of potential customers, and the fact that many of our
competitors alrcady may have an existing relationship with many of them, is likely to further increase
the level of competition within our industry and may lcad to increased price competition. We compete
on the basis of several factors, including:

* solution depth and functionality;

* ease of deployment, integration and configuration;
* domain expertise;

* depth of clinical content,

* service suppori;

* solution price;

* breadth of sales infrastructure; and

* breadih of customer support.

There can be no assurance that we will be able to compete successfully against current and future
competitors or that the competitive pressures that we face will not materially adversety affect our
business, financial condition and results of operations,

Acquisitions, business combinations and other transactions may be difficult to complete and, if campleted,
may have a negative effect on our operating results, financial condition and the prospects of our business.

We may pursue acquisitions of existing companies in order to grow our business and to diversify
our solutions and services if we determine that such acquisitions are likely to serve our strategic goals.
We cannot assure you that we will be able to locate any suitable acquisition opportunities. Further,
even if we find such opportunities, we cannot assure you that we will be able to integrate successfully
any future acquisitions, that these acquired companies will operate profitably or that we will realize the
potential benefits from these acquisitions. To date, we and our management have had limited
experience with the integration of acquired businesses. If we do not successfully integrate acquired
companies, the altention of our management may be diverted and our business, financial condition and
results of operations could be adversely affected.

Complex software such as ours ofien contains undetected defects or errors, which could lead to an
increase in our costs or a reduction in our revenue.

It is possible that errors may be found in our solutions after the introduction of new software or
enhancements to existing software have been made. We continually introduce new solutions and
enhancements to our solutions, and despite testing by us, it is possible that errors might occur in our
software. If we detect any errors before we introduce a solution, we might have to delay deployment
for an extended period of time while we address the problem. If we do not discover software errors
that affect our new or current solutions or enhancements until after they are deployed, we would need
to provide enhancements 1o correct such errors, Errors in our software could result in:

* harm to our reputation;

* lost sales;

* delays in commercial release;
* solution liability claims;

* delays in or loss of market acceptance of our solutions;




* license terminations or renegotiations; and
» expenses and diversion of resources to remedy errors.

Furthermore, our customers might use our software solutions together with solutions from other
companies. As a result, when problems occur, it might be difficult to identify the software solution that
is the source of the problem. Even when our software solutions do not cause these problems, the
existence of these errors might cause us to incur significant costs, divert the attention of our technical
personnel from our solution development efforts, and impact our reputation and cause significant
customer rclations problems.

If we are deemed to infringe on the proprietary rights of third-parties, we could incur unanticipated
expenses and be prevented from providing our solutions and services.

Many participants in our industry have an increasing number of patents and patent applications, as
well as copyrights and trade secrets, and have frequently demonstrated a readiness to take legal action
based on allegations of patent and other intellectual property infringement. We could face an adverse
claim and litigation alleging infringement by us of the intellectual property rights of others.

We could be subject to intellectual property infringement claims for our current or future solutions
and services if our solutions’ functionality overlaps with competitive solutions. While we do not believe
that we have infringed or are infringing on any proprietary rights of third-parties, we cannot assure you
that infringement claims will not be asserted against us or that thosc claims will be unsuccessful.

If infringement claims are brought against us, we would likely incur substantial costs and suffer the
diversion of management resources defending any infringement claims. We cannot be certain that we
will have the financial resources 1o defend ourselves against any patent or other intellectual property
litigation. If we were found to infringe on the intellectual property rights of others, we might be forced
to pay significant license fees or royalties or damages for infringement, including, if the claimant
successfully claims willful infringement, potential treble damages. Morcover, we cannot assure you that
a license for any intellectual property of third-parties that might be required for the operation of our
solutions or services will be available on commercially reasonable terms, or at all. In addition, we could
be forced to stop providing certain solutions and services or using certain technology or trademarks if
we are enjoined or face an injunction from a court, or our use of such items could be restricted on
terms that we find unacceptable. Even the mere announcement of intellectual property litigation
against us could cause our stock price to drop, regardless of the ultimate outcome of the dispute. We
would likely incur substantial costs and suffer the diversion of management resources defending any
infringement claims. Furthermore, a party making a claim against us could secure a judgment awarding
substantial damages, as well as injunctive or other cquitable relief that could effectively block our
ability to provide solutions or services. In addition, we cannot assurc you that licenses for any
intellectual property of third-parties that might be required for the operation of our solutions or
services will be available on commercially reasonable terms, or at all.

QOur failure 1o license and effectively integrate third-party technologies could adversely affect our ability to
sell our solutions and lead to a decline in revenue and the future growth of our business.

For some of the technology that is used in our solutions and in providing our scrvices, we depend
upon licenses from third-party vendors. For example, we license a database module that is material to
our Advanced Medical Management module from InterSystems Corporation. We must continue
licensing these technologies to operate and license our solutions and to service our customers. These
technologies might not continue to be available to us on commercially reasonable terms, if at all. Most
of these licenses arc for a limited duration and can be renewed only by mutual consent, including the
InterSystems license the expiration of which was originally December 31, 2006 but has been extended
until May 31, 2012. In addition, most of these licenses, including the InterSystems license, may be
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terminated if we breach the terms of the license and fail to cure the breach within a specified period of
time. Our inability to obtain any of these licenses could delay development of new solutions and
services or cause us to cease operating one or more solutions or services until equivalent replacement
technology can be identified, licensed and integrated. There is no assurance that we would be able to
find an equivalent replacement technology, and if we did, the resources required to obtain and
implement an equivalent replacement technology could be significant and could harm our business,
financial condition and results of operations.

Most of the technology that we license from third-parties is licensed pursuant to agreements that
are non-exclusive. Therefore, our competitors may obtain the right to use the technology covered by
such licenses and use the technology to compete directly with us. Our usc of third-party technologies
exposes us to increased risks, including, but not limited to, risks associated with the integration of such
technology into our solutions and services, the diversion of our resources from the development of our
own proprietary technology and our inability to generate revenue from such licensed third-party
technology sufficient to offset associated acquisition and maintenance costs. In addition, if our vendors
choose to cease providing any of our licensed third-party technology or discontinue support of the
licensed third-party technology in the future, we might not be able 1o offer our related modules and
services. Furthermore, if these third-partics are unsuccessful in their continued research and
development efforts or we are unsuccessful in our internal lechnology development efforts, we might
not be able to modify or adapt our own solutions to effectively compete in our industry.

We have limited intellectual property protection and may be unable to adequately protect or enforce our
intellectual property rights. This could substantially impair our ability to compete and achieve our
business goals.

Our success and business plan are predicated on our proprictary systems and technology.
Accordingly, protecting our intellectual property rights related to our systems and technology is critical
to our continued success and our ability to maintain our competitive position. We protect our
proprictary systems through a combination of trademark, trade secret and copyright law, confidentiality
agreements and technical measures. We currently have one pending patent application and we also
filed an application under the Patent Cooperation Trealy, which preserves our rights to seek a
corresponding patent in certain foreign countries should we determine that foreign patent protection is
desirable. However, we can give no assurance that such patents will ever be issued or, if such patents
are issued, that their claims will have sufficient scope 1o ensure protection of any of our solutions or
services or to offer a competitive advantage. We cannot be sure that the sieps we have taken will
prevent misappropriation of our technology or infringement of our intellectual property rights. We
cannot ensure that others will not independently develop similar or aliernative technologies or
duplicate any of our or our ficensors’ technologies, or that we will develop additional proprictary
technologies that are patentable or protectable inteliectual property. In addition, the process of
completing patents could divert our resources away from designing new solutions or otherwise
developing our solutions.

To protect our intellectual property rights, we may in the future need to assert claims of
infringement or misappropriation of such rights against third-parties. The outcome of litigation to
enforce our intellectual property rights is highly unpredictable, could result in substantial costs and
diversion of resources and could have a material adverse effect on our financial condition and results of
operations regardless of the final outcome of such litigation. Such infringement or misappropriation of
our intellectual property would have an adverse effect on our competitive position. We also may have
to engage in litigation in the future to enforce or protect our intellectual property rights or o defend
against claims of invalidity, and we may likely incur substantial out of pocket costs and the diversion of
management’s time and attention in so doing.
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Despite our efforts to protect our unpatented and unregistered intelleclual property rights, we may
not be successful or the safeguards may not be adequate to detect or deter misappropriation of our
technology or to prevent an unauthorized third-party from copying or otherwise oblaining and using
our products, technology or other information that we regard as proprictary. Policing unauthorized use
of our solutions, services and proprictary technology is very difficult, and ncarly impossible on a
worldwide basis. If we are not able to protect our intellectual property rights or if our intellectual
property is otherwise impaired, it could result in significant harm to our future growth plans and the
success of our business could be materially and adversely affected.

Factors bevond our control could cause interruptions in our operations, which would adversely affect our
reputation in the marketplace and our business, financial condition and results of operations.

To succeed, we must be able to opcerate our systems without interruption. Certain of our
communications and information services are provided through our third-party service providers, which
we do not control. Our operations are vulncrable to interruption by damage from a variety of sources,
many of which are not within our control, including without limitation:

* power loss and telecommunications fatlures;

*» software and hardware errors, failures or crashes;

* loss or interruption of Internet access;

* computer viruses and similar disruptive problems; and
* fire, flood and other natural disasters.

Any significant interruptions in our services or operations would damage our reputation in the
marketplace, may result in liability to our customers and have a negative impact on our business,
financial condition and results of operations.

Performance problems with our solutions or services or our customers’ system failures, whether caused by
hardware, software or other problems, could cause us to lose business or incur liabilities.

Our customer satisfaction and our business could be harmed if our customers experience
transmission delays or failures or loss of data in their systems as a result of our solutions or services.
These systems, and the software used in these systems, are complex, and despite testing and quality
control, we cannot be certain that problems will not occur or that they will be detected and corrected
promptly and permanently when they do oceur.,

We have developed contingency plans for handling customer system failures and other customer
emergencies; however, we have limited backup facilities if these systems are not functioning, The
occurrence of a major catastrophic event or other system failure at any of our facilitics or at one of our
third-party facilities could interrupt our services or result in the loss of stored data, which could have a
material adverse impact on our business or cause us to incur material liabilities. If we are unable to
deliver our solutions to our customers as a result of the failure of a customer’s system, our inability to
deliver will negatively impact our financial condition. Although we maintain insurance for our business,
we cannot assure that our insurance will be adequate to compensate us for all losses that may occur or
that this coverage will continue to be available on acceptable terms or in sufficient amounts.

We may not generate sufficient future taxable income to allow us to realize our deferred tax assets.

We have a significant amount of tax loss carryforwards that will be available to reduce the taxes we
would otherwise owe in the future. We have not recognized any portion of these future tax deductions
in our consolidated balance sheets as of December 31, 2007 and December 31, 2006, The realization of
our deferred 1ax assets is dependent upon our generation of future taxable income during the periods
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in which we are permitted, by law, to use thosc assets. We cxercise judgment in evaluating our ability to
realize the recorded value of these assets, and consider a variety of factors, including the scheduled
reversal of deferred tax liabilities, projected future taxable income and tax planning strategics in making
this assessment. Qur evaluation of the realizability of deferred tax assets must consider both positive
and negative evidence and the weight given 1o the potential effects of positive and negative cvidence is
based on the extent to which the evidence can be verified objectively. We cannot assure you that we
will have profitable operations in the futurc that will allow us to realize our deferred tax asscts.

If we fail to develop or maintain an effective system of internal controls, we may not be able to accurately
report our financial results or prevent fraud. As a resull, current and potential shareholders could lose
confidence in our financial reporting which would harm our business and the trading price of our
common stock.,

Effective internal controls are necessary for us to provide reliable financial reports and effectively
prevent fraud and to operate successfully as a public company. [f we cannot provide reliable financial
reports or prevent fraud, our reputation and operating results would be harmed. We have in the past
discovered, and may in the future discover, areas of our internal controls that need improvement.

During the audit of our financial statements as of and for the years ended December 31, 2007 and
2006, no material weaknesses were discovered. In connection with the audit of our financial statements
as of and for the year ended December 31, 2005 and re-audits of our financial statements as of and for
the years ended December 31, 2004 and 2003 (of which, financial statements for the year ended
December 31, 2003 are not included in the “Consolidated Financial Statements™ as set forth under
Item 8 of this Annual Report on Form 10-K), our independent auditors reported to our audit
committee on July 28, 2006 that we had material weaknesses in our internal controls (as defined under
the standards established by the Public Company Accounting Oversight Board—U.S.) with respect to
our accounting and reporting of certain complex transactions. In addition, on December 16, 2005, in
connection with their audit of our financial statements as of and for the year ended December 31,
2004, our previous independent auditors reported to our audit committee and informed us that we had
material weaknesses in our internal controls as defined under auditing standards generally accepted in
the United States of America. A material weakness is a significant deficiency, or a combination of
significant deficiencies, that resulis in more than a remote likelihood that a matcrial misstatcment of
the annual or interim financial statements will not be prevented or detected.

The following material weaknesses were reported by our independent auditors in connection with
their audit of our financial statements as of and for the year ended December 31, 2005 and re-audit of
our financial statements as of and for the ycars ended December 31, 2004 and 2003:

¢ We did not have adequate controls to provide reasonable assurance that all elements of
coniractual arrangements with customers were being recorded in accordance with generally
accepted accounting principles. Specifically, we did not have adequate controls to properly
determine that persuasive evidence of contractual arrangements with customers existed before
recording revenue. Errors in determining that contracts had been signed by customers resulied
in the premature recognition of revenue that should have been deferred to later periods, in
accordance with Statement of Position 97-2 (“SOP 97-27), “Software Revenue Recognition,” and
related interpretations. As a result of these identified deficiencies, material revenue-related audit
adjustments were recorded to our financial statements to defer revenuc from the periods in
which they were originally recorded until such time as the appropriale revenue recognition
criteria were met.

* We did not have appropriate accounting personnel who possessed an appropriate level of
experience in the selection and application of gencrally accepted accounting principles with
respect to the accounting for our previously outsianding Series A convertible preferred stock and




our previously outstanding Series B and C redeemable convertible preferred stock (which
converted into common stock upon the closing of our initial public offering on December 18,
2006) to provide reasonable assurance that all transactions were being appropriately recorded
and summarized in our financial statements. Specifically, we did not properly identify and record
the beneficial conversion option relating to the accrued and unpaid dividends on our previously
outstanding Series A convertible preferred stock, We did not identify and record the embedded
derivative conversion option on our previously outstanding Series B and C redecmable
convertible preferred stock and reflect the changes in the fair vatue of those conversion options
in carnings. We did not accrete the carrying value of our previously outstanding Series C
redeemable convertible preferred stock (o liquidation value, which was three times the stated
value. As a result of these identified deficiencies, we recorded material postclosing audit
adjustments to our financial statements for the years ended December 31, 2005, 2004 and 2003
(of which, financial statements for the year ended December 31, 2003 are not included in the
“Consolidated Financial Statements” as set forth in ltem 8 of this Annual Report on

Form 10-K).

The following material weaknesses were reporied by our previous independent auditors in
connection with their audit of our financial statcments as of and for the years ended December 31,
2004 and 2003 (of which, financial statements for the year ended December 31, 2003 are not included
in the “Consolidated Financial Statements” as set forth under llem 8 of this Annual Report on
Form 10-K):

* Errors in revenue recognition were identified that resulted primarily from a lack of secondary
revicw over the application of accounting principles to specific contract terms as well as the
analysis and estimates supporting the amounts recorded. These errors resulted from the lack of a
systematic process for accumulating information supporting VSOE and underlying recorded
revenue as well as the lack of appropriate levels of review. As a result, we recorded material
post-closing audit adjustments to our financial statements for the year ended December 31, 2003,
which financial statcments are not included in the “Consolidated Financial Statements™ as set
forth under Item 8 of this Annual Report on Form 10-K.

* We did not have appropriate accounting personnel who possessed an appropriate level of
experience in the selection and application of generally accepted accounting principles with
respect to the accounting for our previously outstanding Series A convertible preferred stock and
our previously outstanding Scries B and C redeemable convertible preferred stock to provide
reasonable assurance that all transactions were being appropriately recorded and summarized in
the financial statcments. Specifically, we did not accrete the carrying value to redemption value
at the earliest redemption date and did not properly record the accrued and unpaid dividends on
our previously outstanding Scrics A convertible preferred stock and our previously outstanding
Serics B and C redeemable convertible preferred stock. As a result of these identified
deficiencies, we recorded material post-closing audit adjustments to our financial statements for
the year ended December 31, 2003, which financial statements are not included in the
“Consolidated Financial Statements™ as sct forth under Item 8 of this Annual Report on
Form 10-K.

* We did not have appropriate accounting personnel who possessed an appropriate level of
experience in the selection and application of generally accepted accounting principles with
respect 1o the accounting for income taxes, specifically the appropriate valuation allowance for
deferred tax assets. As a result of this matcrial weakness, we recorded material post-closing
audit adjustments to our financial statements for the year ended December 31, 2003, which
financial statements are not included in the “Consolidated Financial Statements™ as set forth
under ltem 8 of this Annual Report on Form 10-K.
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We believe that our remediation efforts have sirengthened our internal controls over financial
reporting and these efforts 1o date have included the following:

* We have expanded our accounting staff 10 add additional skills and experience, specifically
expericnce in revenue recognition for software sales and services, and will continue the
expansion of our accounting staff, as well as the use of qualified outside professionals as
necessary (o enhance and maintain our internal accounting controls.

» We instituted new internal accounting controls, including a detailed review of new contracts by
qualificd accounting personnel to appropriately recognize and record revenue from term license
sales as well as the sales from professional services and subscription and maintenance.

* We instituted new internal accounting controls over the pricing of our separate sofiware and
service offerings.

» We instituted new accounting procedures 1o accrete the value of our previously outstanding
preferred stock to its redemption value at the earliest redemption date, and to accrete the value
of our previously outstanding preferred stock for accrued but unpaid dividends.

* We have engaged qualificd outside professionals 10 assist our accounting staff in analyzing and
recording current and deferred income tax provisions and benefits, assets, and liabilitics, and will
continue to do so as necessary to improve, enhance and maintain our system of internal
accounting controls.

As of December 31, 2006, we have incurred approximately $0.3 million of costs related to our
efforts to remediate our malcrial weaknesses. The costs associated with our remediation efforts to date
have not been material. We will continue to evaluate the effectiveness of the control environment and
will continue to refine existing controls. We believe that the material weaknesses identified by our
independent auditors have been addressed. However, it is possible that additional deficiencies in our
internal controls may be discovered in the future. Any failure to maintain cffective controls, or any
difficulties encountered in their improvement, could harm our operating results or cause us (o fail to
meet our reporling obligations and may result in a restatement of our prior period financial statements.
Ineffective internal controls could also cause investors to lose confidence in our reported financial
information, which would likely have a negative effect on the trading price of our common stock.

In addition, any deficiencies in internal controls that we identify in the future will need 1o be
addressed as part of the evaluation of our internal controls over financial reporting pursuant to
Section 404 of the Sarbanes-Oxley Act of 2002 and may impair our ability to comply with Section 404.
See the immediately following risk factor in this Annual Report on Form 10-K regarding our reporting
obligations and internal controls over financial reporting.

If we fail to comply with the reporting obligations of the Securities Exchange Act of 1934 and

Section 404 of the Sarbanes-Oxley Act of 2002, or if we fail to achieve and maintain adequate internal
control over financial reporting, our business results of operations and financial condition, and investors’
confidence in us, could be materially adversely affected.

As a public company, we are required to comply with the periodic reporting obligations of the
Exchange Act including preparing annual reports, quarterly reports and current reports. Our failure to
prepare and disclose this information in a timely manner could subject us Lo penalties under federal
securities laws, expose us 1o lawsuits and restrict our ability to access financing. In addition, we are
required under applicable law and regulations to integrate our systems of internal controls over
financial reporting. Qur management has asscssed our existing internal control over financial reporting
as of December 31, 2007, and our management has concluded that our internal control over financial
reporting was effective as of December 31, 2007 to provide reasonable assurance regarding the
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reliability of financial reporting and the preparation of financial statements for external reporting
purposes in accordance with generally accepted accounting principles.

We expect to dedicate significant management, financial and other resources in 2008 in connection
with our continuing compliance with Section 404 of the Sarbancs-Oxley Act of 2002. We expect these
efforts to include a review of our existing internal control structure. As a result of this review, we may
cither hire or outsource additional personnel to expand and strengthen our finance function, If we fail
to achieve and maintain the adequacy of our internal controls, we may not be able to ensure that we
can conclude on an ongoing basis that we have effective intemal control over financial reporting in
accordance with the Sarbanes-Oxley Act of 2002, Moreover, effective internal control is necessary for
us to produce reliable financial reports and is important to help prevent fraud. As a result, our failure
to satisfy the requirements of Section 404 of the Sarbanes-Oxley Act of 2002 on a timely basis could
result in the lass of investor confidence in the reliability of our financial statements, which in turn
could harm our business and negatively impact the trading price of our common stock.

Item 1B. Unresolved Staff Comments.

None.

Item 2. Properties.

We lease our headquarters in Wayne, Pennsylvania, which consists of approximately 90,000 square
feet. The leases for our headquarters expire in August 2016, We believe that our facilities are in good
operating condition and will adequately serve our anticipated growth for at least the next 18 months.
We also anticipate that, if required, suitable additional or alternative space will be available on
commercially reasonable terms, in office buildings we currently occupy or in space nearby, 1o
accommodate expansion of our operations.

Item 3. Legal Proceedings.

There are no material legal proceedings to which we are a party or to which any of our property is
subject. We may, however, become subject to lawsuils in the ordinary course of busincss.

Item 4. Submission of Matters to a Vote of Security Holders.

None.
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PART 1l
Item 5. Market for Registrant's Common Equity, Related Stockholder Matters and Issuer Purchases
of Equity Securities.
Market Information of Common Stock
Our common stock has been traded on the NASDAQ Global Market under the symbol “MEDE”
since December 13, 2006, Prior to that date, there was no public market for our commeon stock. The

table below sets forth, for the pericds indicated, the range of the high and low sales prices of our
common stock as reported by NASDAQ.

High Low

Fiscal Year 2007:
First QUarter . . ..o vttt ettt e e et e e e e e e $10.04 $5.40
Second QUATET . . . . e e e e 6.57 399
Third At er . . . e e e e e e 498 325
Fourth QUarter. . . ot e e e e e e 430 2.01

Fiscal Year 2006:
December 13, 2006 through December 31,2006 . ... ....... ..., $10.24 $9.04

As of March 17, 2008, we had approximately 112 holders of record of our common stock.

Securities Authorized for Issuance Under Equity Compensation Plans

Number of
securities 1o be Weighted Number of securities
issued upon average remaining available for
exercise of exercise price future issnance under
outstanding of outstanding equity compensation
options, options, plans (excluding
warrants, warrants, securities reflected
Plan Category and rights and rights in column (a))
(a) (b) (c)
Equity compensation plans approved by security
holders . ... ... ... .. . .. . 2,106,150 $6.72 1,040,924
Equity compensation plans nol approved by security
holders ... oo oot e e e 50,000 $4.00 —

Stock Performance Graph and Comulative Total Return

The following Stock Performance Graph shall not be deemed incorporated by reference into any of our
filings under the Securitics Act of 1933 or the Securities Exchange Act of 1934, except to the extent we
specifically incorporate it by reference therein.

Prior to December 13, 2006, shares of our common stock were not publicly traded and there was
no public market for our common stock. The graph below compares the cumulative total shareholder
return of our common stock with that of the NASDAQ Global Market Composite Index and the
NASDAQ Computer Index from December 13, 2006 (the date shares of our common stock began to
trade publicly) through December 31, 2007. The graph assumes an investment of $100 in shares of our
common stock and in both of the other indices on December 13, 2006 and reinvestment of all
dividends. The comparisons in this graph are provided in accordance with Securities and Exchange
Commission disclosure requirements and are not intended to forecast or be indicative of the future
performance of shares of our common stock.
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Cumulative Total Stockholder Return

COMPARISON OF 1 YEAR CUMULATIVE TOTAL RETURN*
Among MEDecision Inc, The NASDAQ Global Market Composite Index
And The NASDAQ Computer Index
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* $100 invested on 11/30/06 in stock or 12/13/06 in index-including reinvestment of dividends.

Fiscal year ending December 31.

We chose the foregoing indexes for comparison with our stock price because we believe the
NASDAQ Global Market Composite index is a broad equity market index of all companies whose stock
is traded on the NASDAQ market, as ours is, and because the NASDAQ Computer Index is
representative of companies in the same line-of-business as that in which we operate,

Dividend Policy

We have never declared or paid cash dividends on our common stock. We do not anticipate
declaring or paying any cash dividends on our common stock in the foreseeable future. We currently
intend to retain all available funds and any future earnings to finance the development and growth of
our business. Consequently, shareholders will need 10 sell their shares of our common stock to realize a
return on their investment, if any.

Sales of Unregistered Securities during Fiscal Year 2007

During the fiscal year ended December 31, 2007, we issued the following number of shares of
common stock upon the “net share settlement” of outstanding warrants to the following persons on the
dates indicated below. We did not receive any proceeds from the cashless exercise of these warrants,
No underwriters were involved in the following sales of securities.

Nuomber of shares of Number of shares of
common stock issuable common stock issuable
Name Date upon exercise of warrant  upon exercise of warrant
Silicon Valley Bank . ................ May 25, 2007 82,965 52,734
Silicon Valley Bank . .. .............. May 25, 2007 35,000 22,247
PNC Bank National Association ....... June 15, 2007 141,593 72,775

The term “net share settlement” refers to the surrender of a portion of a warrant as payment for
the exercise price of the portion of the warrant exercised. Each of the sales of these securities was
cxempt from registration under the Securities Act of 1933, as amended, in reliance on Section 4(2)
thereof or Regulation D promulgated thereunder relating to sales not involving a public offering.
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Item 6. Selected Financial Data.

The following table sets forth our sclected financial data for the periods indicated. The data set
forth should be read in conjunction with our Consolidated Financial Statements together with the
related notes thereto included elsewhere herein and in conjunction with our “Management’s Discussion
and Analysis of Financial Condition and Results of Operations™ under Item 7 herein. As further
explained in Notes 2 and 6 of the Consolidated Financial Statements, all of our Preferred Stock was
converted to common stock upon the completion of our initial public offering, which will affect the
comparability of the amounts shown for 2007 and 2006 with earlier periods.

Year Ended December 31,
2007 2006 2005 2004 2003
(in: thousands, except share and per share data)

Consclidated Statement of Operations Data:

Revenue:
Subscription, maintenance, and transaction fees . ... .. ... .. $ 25198 § 22000 § 17,187 $ 14,666 § 12,600
Term BCEnSeS o . v v v h e e e e e e e, 6,423 8,778 9,720 6,260 2,439
Professional SETvICES . . . . . . . oot e 13,134 13,341 11,680 7.102 5,488
Total revenue . . ... .. ... e 44,755 44,209 38,596 28,028 20,527
Cost of revenue
Subscription, maintenance, and transaction fees . ... ... . ... 9,790 7.641 8,163 6,774 4,837
Term lCENSES . . v . v v it e e e e e e e e e 3,065 1,722 1,653 1,455 872
Professional SEIVICES . . v o v v v e e 6,871 5,806 5499 4843 3,622
Total cost Of TEVENUE « . v . v v o v e e vttt e e e e 19,726 15,169 15,315 13,072 9,331
GIroSSMAargin. . . . oo v v vt vt i v e e vt iy 25,029 29,040 23,281 14,956 11,196
Operating expenses
Salesand marketing . . . . . .. . ... . . e e 8,801 10,534 7,778 4,668 3,211
Research and development . . ... .. .. .. ... 0 0L 6,003 8,045 2,627 3,243 3,903
General and administrative .. ... ...... ... ... .. ..., 16,295 12,520 9,707 6,320 4,343
Total operating €Xpenses . . ... ... ... ...t 31,099 31,099 20,112 14,231 11,457
(Los:;; income from gperations . . ... ... L. ... {6.070) (2,059) 3,169 725 (261)
(Loss) gain on change in fair value of redeemable convertible
preferred stock conversion options . . . . ... Lo — (8.615) (694) %576) 38
Interest income (expense), mel . .. ... ... 84 (466) (274) 175) (249)
gLOSS) income before (provision) benefit for income taxes . ... .. (5,986) (11,140) 2,201 (26} (472)
Provision) benefit for income taxes . .. ................. —_ (6.677) 6,491 - —
Net (1088) iNCOME © o o\ oot ot e e (5.986)  (17.817) 8,692 (26) a72)
Accretion of convertible preferred shares and redeemable
convertible preferred shares . . . ... . ... ... ... ... ... — (8.068) (3,994) (6,113) (7,958)
(Loss) income available to common shareholders . . . ... . ... .. $  (5986)% (25885) % 4698 § (6,139 5 (8A430)

{Loss) income per share available to common shareholders, basic. . § 035 % (562) 8 145 §  (1.9)$ (27D
{Loss) income per share available to common shareholders, diluted  § 039 $ (562} 8 066 § (192)% (271)

Weighted averaﬁe shares used to compute (loss) income available

to common shareholders per common share, basic. . .. ... ... 15,514,388 4,605318 3,229,064 3,189366 3,107,920
Weighted average shares used to compute (loss) income available

to common shareholders per common share, diluted . . ... ... 15,514,388 4,605,318 14,143,586 3,189,366 3,107,920

Year Ended December 31,
2007 2006 2005 2004 2003
{in thounsands)

Consolidated Balance Sheet Data:

Cash and cash equivalents . . ... ... ... .. ... ......... $ 9857 § 17408 § 2447 § 431 § 764
Total CULTENL BSSEES + v v v v v v v v e m e s e et m e e e e ae e e 21,645 28,584 16,366 5,836 4,028
Total assets . . . ... . e e e 39,228 41,380 32,283 12,219 7,150
Short-term debt . . . . ... e e 2,486 2,161 1,262 552 699
Deferred revenue, Current . . . ... ... ... e 10,049 9,662 8,951 5,639 3,861
Total current liabilities . .. .. . ... ... . ... .. .. .. ... ... 18,674 17,287 17,137 10,016 7077
Long-termdebt ............ . .. ... .. .. 3,114 2,557 2,515 1,180 174
Deferred revenue, netof current . . . ... ... ... . L., 323 691 666 246 —
Prefered stock . . .. .. .. .. ... e — —_ 47,115 50,837 44,714
Total shareholders™ equity . .. .. .. v oo 14,689 18,465 (38.402) (51,082) (44,980)




Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations.

The following discussion of our financial condition and results of operations should be read in
conjunction with the “Selected Financial Data” and our consolidated financial statements and the notes to
those statements appearing elsewhere in this report. The following discussion contains forward-looking
statements that reflect our plans, estimates and beliefs. Our actual results could differ materially from those
discussed In these forward-looking statements. Factors that could cause or contribute to such differences
include, but are not limited to, those discussed below and elsewhere in this report, panticularly under the
caption “Risk Factors.”

Overview

We arc a leading provider of collaborative health care management solutions, including integrated
software, services and clinical content to health care payers. Our solutions provide a logical way to
manage members and member populations and improve health outcomes.

Before we simplifted our product offerings in December 2007, our Collaborative Health Care
Management suite consisted of four related product modules—(i) Data Gathering and Analytics;
(ii) Clinical Rules and Processes; (iii} Advanced Medical Management; and (iv) Collaborative Data
Exchange. We currently have combined our Case Management, Disease Management, Utilization
Management functions and supporting applications (which were primarily features and functions
incorporated into the previous Data Gathering and Analytics, Clinical Rules and Processes, and
Advanced Medical Management module) into Alineo and cur collaborative health information
exchange services (previously certain features and functions of Collaborative Data Exchange) into
Nexalign.

Our collaborative health care management solutions include—(i} Alineo, a platform addressing
case management, disease management and utilization management within a payer organization; and
(ii} Nexalign, a collaborative health information exchange service. The Alineo solution provides a
simplified and smart process for analyzing, applying, and aulomating payer-driven best practices. It
provides intuitive predictive modeling tools to identify patients who can immediately benefit from case
and disease management programs, delivers turnkey clinical knowledge and pathways based on
embedded clinical content and atlows payers to automatically and intelligently administer and evaluate
member and population-wide health care programs including approvals, referrals, and extensions. The
Nexalign solution provides a simplificd and smart way for health care payers, patients, physicians, and
other health care providers to securely access and exchange health informaticn to foster better clinical
decisions. It is designed around Clinical Summaries, clinically validated payer-based clectronic health
records.

Since 1999, we have focused on broadening our solutions o respond 1o the evolving needs of our
customers. In 1999, we began offering a Data Gathering and Analytics module; in 2001, we began
offering a Collaborative Data Exchange module; in 2003, we began offering OptiCarcCert; in 2004, we
began offering OptiCarePath; in 2005, we began offering our customers the ability to electronically
transmit Clinical Summaries via our Collaborative Data Exchange module; and, in December 2007, we
reengineered and simplified our product offering into twe solutions: Alineo, focusing on the
information and workflow requirements inside a payer’s organization, and Nexalign, focusing on the
exchange of clinical information from multiple sources to the point of care.

We operate in a refatively small market, where we have 56 of approximately 350 potential
customers. This presents our management with the challenge of expanding our revenue within a limited
potential customer base, and the attendant risk of our inability to grow revenue if we are unable to do
so. Our strategy is lo develop new customers, sell additional solutions to existing customers, and
introduce new products such as Alineco and Nexalign. However, not every potential customer is in the
markel for software at all times. Because of the cost, time and effort invoived in implementing a
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software solution like the products we seli, once a potential customer chooses a solution from a
competitor over the collaborative health care management solutions that we offer, these potential
customers may not be in the market to buy a complete software solution for a number of years,
although there may be opportunities o provide them with specific modules 10 address particular needs
that they may have.

We license our solutions primarily to large regional health care insurance companies. As of
December 31, 2007, our customers included approximately 56 regional and national managed care
organizations, including the largest organizations in more than 28 regional markets. Our revenue has
increased at a compound annual growth rate of 21.5% since 2003, to $44.8 million for the year ended
December 31, 2007. Our overall increase in revenuc is attributable to increased emphasis by our
customers on active management of their total insured population and the expansion of our solutions
to meet their evolving needs.

In the past, our non-recurring revenue, which primarily consists of term license fees for our
software products and professional service fees associated with implementation of these software
products, has constituted a significant portion of our revenue. This non-recurring revenue is generally
paid in lump sums, thereby decreasing the predictability of our revenue. As a result of these risks and
challenges, we have focused, and anticipate that we will continue to focus, on the growth of our
business, expanding existing customer relationships, developing innovative ncw solutions, expanding our
customer base within our market and continuing to build recurring and predictable revenue through
new products like our Clinical Summary.

Prior to 2006, we experienced our fastest growth in term licenses and professional services revenue,
thereby increasing those items as a percenlage of our revenue. Consequently we realized a decreasing
percentage of subscription, maintenance and transaction fee revenue even though that revenue grew as
well. For the year ended December 31, 2007, subscription, mainienance and transaction fee revenue
increased as a percentage of total revenue due to increased sales of our Data Gathering and Analytics
and Collaborative Data Exchange modules, which are currently a part of our Alinco solution. In the
future, we anticipate the market will have an increased focus on Electronic Health Records and what
we refer to as our Clinical Summary. For these solutions, our customers pay an annual subscription fee
and pay a transaction fce each time they utilize the solution. In addition, once adopied by a customer,
there are less sales and administrative efforts required o increase the transaction volume with a
customer as compared 1o the efforts required Lo sell a new term license for one of our other solutions.
We anticipate that the growth of this portion of our business will continue to outpace our traditional
software licenses and, as a result, subscription and transaction revenue will become & larger portion of
our overall revenue. We anticipate that this strategy will continue to lead to more recurring and
predictable overall revenue. In addition, given the lower administrative and sales costs associated with
this revenue, we anticipate that this will increase our margins, cspecially as transaction volumc with a
given cuslomer increases.

We evaluate and monitor our business based on our results from operations, including our
percentage of revenue growth, our revenue by calegory, operating expenses as a percent of total
revenue and our overall financial position. In doing so, we monitor margins for our existing business
and evaluate the potential margin contributions for each type of revenue that we generate. In addition,
we monitor our Earnings Before Interest, Depreciation and Amortization, or EBITDA, as a measure of
operating performance in addition to net income and the other measures included in our financial
statcments. We operate in one reportable segment.

Background

We began operations in 1988 by licensing an automated medical management solution to large
regional health care insurance companies. This solution was the predecessor to the Advanced Medical
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Management module. In 1999, we acquired the assets of an analytical software company that became
the basis of the Data Gathering and Analytics module. In 2000, we expended a significant amount of
capital to begin the development of the Collaborative Data Exchange module, completing the initial
development of the module in the third quarter of 2001. In December 2002, we acquired assets that
were the foundation for clinical decision support content, which enabled us to create the Clinical Rules
and Processes module. In 2005, we began to offer our customers the ability 10 electronically transmit
Clinical Summaries to providers at the point of care. These modules were licensed to customers
individually or as an integrated collaborative health carc management solution. In December 2007, we
combined our Case Management, Disease Management, Utilization Management functions and
supporting applications (which were primarily features and functions incorporated into the previous
Data Gathering and Analytics, Clinical Rules and Processes, and Advanced Mcdical Management
module) into Alineo and our collaborative health information exchange services (previously certain
features and functions of Collaborative Data Exchange) into Nexalign. Alineo focuses on the
information and workflow requirements inside a payer’s organization, and Nexalign, focusing on the
exchange of clinical information from multiple sources to the point of care.

From inception until 1997, our operations were funded primarily through internally generated cash
flows and bank borrowings. In 1997, we issued approximately $3.5 million of Series A convertible
preferred stock in order 1o raise capital for marketing our products. In 1999, we made a strategic
decision to develop new products. To fund this initiative, in the fourth quarter of 1999 and in the first
half of 2000, certain existing investors, including our Chief Executive Officer and Liberty Ventures
I, LB, which is an affiliate of ours as a result of their ownership of our outstanding capital stock,
provided bridge financing until the closing of our Serics B convertible preferred financing. To those
investors who participated in the bridge financing, we issued seven-year warrants to purchase an
aggregate of 435,000 shares of common stock, 375,000 of which had an exercise price of $2.00 per share
and 60,000 of which had an exercise price of $5.00 per share. In June, July and August of 2000, we
issued in the aggregate approximately $30.0 million of Series B convertible preferred stock, primarily to
fund the rescarch and development of new products. In September 2001 and March 2002, we issued in
the aggregate approximately $4.9 million of Series C convertible preferred stock in order to fund our
working capital requircments.

In 1997, we entered into a borrowing arrangement with a third-party lender pursuant to which we
issued warrants to purchase 200,000 shares of common stock at an exercise price of $2.00 per share. In
1999, we issued additional warrants to purchase 100,000 shares of common stock at an exercise price of
$2.00 per share to the same lender. We entered into an arrangement with a different lender in 2001
pursuant to which we issued warrants 1o purchase 283,185 shares of common stock at an exercise price
of $1.13 per share. In 2002, we entered into a borrowing arrangement with our current lender to
provide working capital financing up to $4.0 million based upon eligible receivables. In connection with
that arrangement, we issued warrants to purchase an aggregate 235,929 shares of common stock at an
exercise price of $0.90 per share.

On Dccember 18, 2006, we raised approximaiely $26.4 million from our initial public offering, net
of fees and expenses. In connection with the closing of our initial public offering, all of our outstanding
shares of Scries A preferred stock, Series B preferred stock and Series C preferred stock were
converted into common stock under the terms of each of the respective preferred stock designations.
All dividends on the Series A preferred stock that were accrued but unpaid as of the date of the
offering were converled into common stock pursuant 1o an election of each holder of such shares as
provided under the terms of the Series A preferred stock designation. All dividends on the Series B
preferred stock and Series C preferred stock that were accrued but unpaid as of the date of the
offering (approximately $9.5 million) were paid in cash from the proceeds of the offering. We currently
have no sharcs of preferred stock outstanding.
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Sources of Revenue

We derive revenue from the following sources: (i) subscription, maintenance and transaction fees,
{ii) term licensc fees for our solutions; and (iii) fees for discrete professional services. These revenue
streams are derived from the licensing of our collaborative health care management solutions that
include—(i) Alineo, a platform addressing casc management, disease management, and utilization
management within a payer organization; and (ii) Necxalign, a collaborative health information exchange
scrvice. Alinco is a collaborative health care management platform that addresses case, disease, and
utilization management within the walls of the payer and consists of: Alineo Care Management Analytics,
that enables a payer 1o process, summarize, and evaluate information from both internal and external
sources; Alinco Clinical Intelligence, that identifies specific condition treatment opportunities as well as
health and wellness interventions; Afineo Clinical Summaries, that are clinically validated payer-based
health records compiled from claims and care management data files and created for our customer’s
members; Alineo Clinical Programs, that consists of clinical pathways for casc and disease management
that automatically populate questionnaires, goal tcmplates, and other correspondence to members and
providers; Alineo Clinical Criteria, that allows our customers to determine the medical approprialeness
of a requested health care service or treatment; Alineo Automated Approvals, that support the use of
customer defined business rules to automatically evaluate care requests to determine medical
appropriatencss and whether the request should be approved or pended for further review by our
customer’s medical staff; Alineo Reporting, that is a standard set of report templates; Alineo
Correspandence, that supports documentation management and letter generation; and Workflow
Management, that allows care management staff to automatically and intelligently administer, manage
and evaluate both individual and population-wide health care programs. Our Nexalign solution is a
collaborative health care information exchange scrvice that provides a way for payers, patients,
physicians, and other health care providers to sccurely access and exchange health information to foster
better clinical decisions. Nexalign is designed around Clinical Summaries, which are payer-based
clectronic health records that have been clinically validaled.

Subscription, Maintenance and Transaction Fees

Our customers pay annual subscription fees to license clinical pathways for case and disease
management through Alineo Clinical Programs, to process data through MEDecision’s service bureau
and access reports using Alineo Care Management Analytics and Alineo Clinical Intelligence and to
transmit clinical data and decisions through our Nexalign solution. Customers also pay a fee for each
transaction transmitted over our network. We recognize these subscription fees ratably over the term of
the subscription agreement and include this in the subscription, maintenance and transaction fee
revenue on our consolidated statements of operations. We also offer our customers a hosted solution
and receive monthly fees for those services. We recognize hosting revenue ratably over the term of the
related agreement, which is typically five years in duration. Hosting revenue is included in subscription,
maintenance and transaction fee revenue on our consolidated statements of operations.

Qur customers pay an annual maintenance and support fee equal 1o approximately 22% of the
Workflow Management and Alineo Automated Approvals initial license fees, which entitles our
customers Lo unspecified software updates and upgrades and basic product support. For Alineo Clinical
Programs contracled for under a term license model, our customers pay approximately 35% of the
initial license fee for unspecified software updates and upgrades, including content updates, and basic
product support. We recognize maintenance and support fees ratably over the term of the maintenance
and support agreement.

Our customers pay transaction fees for each member eligibility verification, for clinical adjudication
of treatment requests and for access to on-demand member health information, including Clinical
Summaries. We recognize transaction fees at the time of the transaction.
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Term License Fee

Our customers pay a term license fee to utilize Workflow Management and Alineo Automated
Approvals and Clinical Rules and Processes modules, typically for five years. We recognize revenue for
term license fees upon delivery of the software assuming all other revenue recognition criteria have
been met.

Professional Services

In conjunction with our solutions, we provide services to assist our customers in the installation
and implementation of the software and the integration of our solutions with other systems within the
health care insurance company. We sell these services on cither a fixed price or a time-and-materials
basis and recognize revenue when the services are performed. Services revenue also includes
reimbursable billable travel, lodging and other out-of-pocket expenses incurred as part of delivering
SCIVICes L0 our customers.

Each of our license models provides us with a recurring rcvenue stream. Historically, a substantial
portion of our clients have rengwed their licenses each year. During the year ended December 31,
2007, our clients renewed 89% of the contracts which were to expire during that period. The
cambination of recurring revenue and high renewal rates provide us with substantial annual revenue
predictability. Although in gencral our revenue is consistent throughout the vear, sales of certain
modules that have an initial term license can cause revenue volatility from quarter to quarter. The sales
cycle for our Alinco solution is typically eight months or longer. As a result, it is difficult for us to
predict the quarter in which a particular sale may occur. In addition, in a small portion of our sales,
the license fee is material relative to our total revenue during the quarter, Accordingly, our revenue
may vary significantly from quarter to quarter depending on the quarter during which a large sale
occurs.

Strategy for Growth

Our strategy for revenue growth is to (1) increase recurring and transaction-based revenue streams
as a percentage of total revenue, primarily through Clinical Summary transactions; (2) expand our
customer base into additional managed care organizations in the United States that could benefit from
our cntire collaborative health care management solutions, including Alinco and Nexalign; (3) expand
relationships with our existing customers; and (4) develop the next gencration of our solutions,

Historically, we derived most of our revenue from our Advanced Medical Management module,
for which our customers purchase five-year term licenses and which we recognize as revenue at the
lime we enter into the contract. In 1999, we began licensing modules that provide transaction or annual
recurring revenue that are recorded ratably over the contract term. In 2005, we began delivering a
Clinical Summary for cight managed care organizations. We intend to emphasize Nexalign and
components of Alineo that are transaction oriented and annual recurring revenue, as these streams
provide us with greater revenue visibility and higher gross margins and operating margins. We have
developed a scalable network infrastructure to deliver a high volume of transactions (such as
authorizations, referrals and Clinical Summaries) to providers and patients. An increase in transaction
volume will require some additional technology infrastructure, but we believe the cost of network
expansion will be substantially lower than the increase in revenue. In addition, we expect some
investment initially in sales and marketing to educate and assist in the initial deployment of transaction-
based modules, but less, as a percentage of revenue, than the increase in revenue.

Prior to 2003, we licensed our software module separately to payer organizations. Beginning in
2003, we began marketing and licensing our modules as an integrated solution, providing the payer an
ability to license the entire Collaborative Care Management suite, or certain components initially, based
upon the payer’s business needs at that time. In December 2007, we reengineered and simplified our
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product offering into two solutions: Alineo, focusing on the information and workflow requirements
inside a payer’s organization, and Nexalign, focusing on the exchange of clinical information from
multiple sources to the point of care. We intend to market and license Alineo and Nexalign as an
integrated Collaborative Health Care Management Solution. In addition we intend to allow new
customers to license components based upon their business necds at the time of licensing and to allow
existing customers to incrcase their utilization of intcgrated solutions as their business needs changes.
We believe there are at least 350 additional managed care organizations in the United Staies,
self-insured companies and Medicare and Medicaid organizations that could benefit from licensing and
deploying our entire collaborative health care management solutions, or selected modules-within Alineo
and Nexalign. We license our solutions to new customers through our direct sales force, and our
markeling initiatives generally have included conferences, trade shows, health care industry events and
direct mail campaigns. We will continue to invest in additional sales personnel and markeling programs
to increase awareness of our integrated solution, but not at the same rate of our revenue growth,

Through our customer sales operation, we have expanded our penetration within our customer
base by including more members and by increasing the number of modules licensed by our customers.
We intend 10 develop additional cross-selling programs to aid our customer relationship staff to
continue 1o increase the number of modules utilized by our customers in the provision of care to their
membership. The large cross-selling opportunity is based on the adoption of the Clinical Summary
transactions, which benefit the payer, patient and provider. This adoption will require some investment
in marketing, but we expect it to be less than the direct sales costs associated with the sales of our
historical software solutions.

Trends in Sales of our Solutions

Prior 1o 2007, our Collaborative Care Management suite consisted of four related product
modules: (i) Data Gathering and Analytics; (ii) Clinical Rules and Processes; (iii) Advanced Medical
Management; and (iv) Collaborative Data Exchange. Prior to 2003, we marketed and sold these
modules individually rather than as a suite of products. From 2003 to December 2007, we marketed
these modules as the Collaborative Care Management suite, although we continued to license the
modules individually in order to offer our customers an individualized solution. Prior to 2004, our
customers generally initiated their relationships with us by licensing just Advanced Medical
Management as the core of their business. However, since 2004, we believe that our customers have
focused more on implementing integrated multi-functional systems and have looked for products that
offer more than a claims management system.

A significant number of our new customers have licensed one or two modules in additton to the
Workflow Management component of Alineo. We anticipate that this will remain the case for the
foreseeable future. In December 2007, we simplified our product offering into two solutions, Alineo
and Nexalign. By doing so, we now focus on implementing integrated multi-functional systems and will
attempt to license several of our modules to new customers with a view to integrating them as one
platform. Both new and existing customers will be able to license individual components of Alineo
based upon their business requircments at the time of licensing.

As a result of this shift in market focus to more integrated software solutions, we anticipate that
new customers will license Alineo and Nexalign that utilize the interperability or our modules and that
our existing customers will continue to expand their product svites by either outright licensing
additional modules or licensing Alineo and/or Nexalign. However, given that most of our customers
initially licensed our Advanced Medical Management module, revenue related to that module is a
significant portion of our overall revenue. We anticipate that this significance will diminish as customers
license additional modules, our transaction fee revenue increascs as a percentage of overall revenue, or
as customers license Alinco and Nexalign.




Cost of Revenue

QOur costs of revenue are broken down into cost of subscription, maintenance and transaction fecs,
cost of term licenses, and cost of professional services.

Our cost of subscription, maintenance and transaction fees primarily consists of:
* amortization of internally developed and purchased capitalized softwarc;

* compensation and related employee benefits of our product support, product maintenance and
product hosting staff;

= third-party maintenance fees associated with the third-party software incorporated into our
software solutions;

* solution hosting costs associated with a third-party secured facility;

* royalties related to software subscriptions; and

* communication costs associaled with our hosting network.

Qur cost of term licenses primarily consists of:

* amortization of internally developed and purchased capitalized software; and

* third-party license fees for the third-party software incorporated in our softwarc solutions.
Our cost of professional services primarily consists of:

+ compensation and related employee benefits for our professional services staff;

* costs of independent contractors that provide consulting and professional services 10 our
customers; and

* travel, lodging and other out-of-pocket expenses for our staff and independent consultants (o
perform work at a customer’s site for which we receive reimbursement.

The costs associated with cach of our modules, as a percentage of revenue, is different. Therefore,
changes in the mix of modules and services will result in fluctuations in gross margin. We expect the
percentage of our revenue derived from our software licenses and subscriptions to increase in the
future. As a result, we expect our gross margins to increase in the future,

Operating Expenses

We classify our operating cxpenses as follows:

Sales and Marketing
Sales and marketing expenses primarily consist of:

» personnel and related costs for employees engaged in sales, corporale marketing, and solutions
marketing, including salaries, commissions, other incentive compensation and related employee
benefit costs;

* travel related expenses 1o meet with cxisting and potential customers, and for other sales and
marketing related purposes;

* cosis associated with trade shows and industry conventions;
= fees and other expenses related to public relations consultants; and

= costs associated with our annual user conference and other marketing related activities.
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We expense our sales commissions proportionately over the same peried that the related revenue
is recognized. We expect our sales and marketing expense to increase in the future as we increase the
number of direct sales professionals and invest in markeling programs lo encourage provider adoption
of our Alinco and Nexalign solutions and its related product modules. However, we expect sales and
marketing expenses Lo remain relatively constant as a percentage of revenue for the foreseeable future.

Research and Development

Research and development expenses consist primarily of:

* personnel and related costs, including salaries and employee benefits for software engineers,
software quality assurance engineers and clinical systems engineers;

* consulling fees paid to independent consuitants who provide software or qualily engineering
services to us; and

* costs of medical panels and research for annual clinical updates to our solutions.

To date, our research and devclopment efforts have been devoted to new product offerings and
increases in fealures and functionality of our existing suites. We expect research and development
expenses to increase in the future as we continue 10 develop innovative new solutions for our
customers. However, we expect research and development expenses to remain consistent as a
percentage of revenue, fluctuating slightly depending on our product development initiatives.

Historically, we have capitalized a portion of our research and development expenses related to
purchased and internally developed software. Capitalized rescarch and development expenses totaled
$4.8 million, $1.4 million, and $2.4 million for the years ¢nded December 31, 2007, 2006, and 2005,
respectively. Otherwise, we expense research and development as those costs are incurred.

General and Administrative

General and administrative expenses represent the complete, unallocated costs and expenses of
managing and supporting our entire operations. General and administralive expenses consis! primarily
of:

* personnel and related costs for our executives, finance, human resources, corporate information
technology systems, corporate quality, and administrative personnel;

* legal and accounting fees;

» professional fees relating to Sarbanes-Oxley compliance;

* facilities and related costs;

¢ recruiting and training costs;

* depreciation and amortization;

* travel related expenses for execulives and other administrative personnel; and

+ computer mainienance and support for our internal information technology system.

We expect general and administrative expenses to increase in the fulure as we invest in an
infrastructure to support our continued growth.
Critical Accounting Policies and Estimates

Our discussion and analysis of our financial condition and consolidated results of operations are
based upon our consclidated financial statements, which have been prepared in accordance with

42




generally accepted accounting principles in the United States. The preparation of our consolidated
financial statements requires us to make estimates and assumptions that affect the reported amounts of
assets, liabilities, revenue and expenses and related disclosure of contingent assets and liabilitics. On an
on-going basis, we evaluate our estimates based upon historical experience and various other
assumptions that we believe to be reasonable under the circumstances, the results of which form the
basis for making judgments about the carrying values of assets and liabilities that arc not readily
apparent from other sources. Our actual results may differ from these estimates.

We believe that the following critical accounting policics affect our more significant estimates and
judgments used in the preparation of our consolidated financial statements:

Revenue Recognition

We derive revenue primarily from three sources: (i) recurring revenue consisting of product
support and annual recurring subscription fees for our service bureau and hosted offerings, including
PCS, transaction revenue associated with member cligibility verification, clinical adjudication of
treatment requests and access of on-demand member health information and technical and clinical
maintenance and support fees; (i) initial term and renewal license fees for our core software products;
and (iii} fees for discrete professional services. Our standard license agreement typically provides a
time-based license, which is typically five years in duration, 10 use our solutions. We may license our
software in multiple element arrangements if the customer purchases any combination of maintenance,
consulting, training, subscriptions or hosting services in conjunction with the software product license.

We recognize revenue pursuant to the requirements of AICPA Statement of Position, or SOP, 97-2,
Software Revenue Recognition;, as amended by SOP 98-9, Software Revenue Recognition, With Respect to
Cenain Transactions; SOP 81-1, Accounting for Performance of Construction-type and Centain
Production-type Contracts; the SEC’s Staff Accounting Bulletin, or SAB, No. 104, Revenue Recognition,
Emerging Issues Task Force, or EITF Issue No. 00-21, Revenue Arrangements With Multiple Deliverables;
EITF Issue No. 00-03, Application of AICPA Statement of Position 97-2 to Arrangements That Include the
Right to Use Software Stored on Another Entity’s Hardware; EITF Issue No. 03-035, Applicability of AICPA
Starements of Position 97-2, Software Revenue Recognition, to Non-Software Deliverables in an
Arrangement Containing More-Than-Incidental Software; and other authoritative accounting guidance.

We enter into transactions that represent multiple-element arrangements, which may include a
combination of professional services, hosting, PCS and software. In instances where certain
arrangements include both software and non-software related elements, we apply the principles of
SOP 97-2 to software elements. If the elements of the arrangement fall outside the scope of SOP 97-2,
then we apply the principles of EITF 00-21. In accordance with EITF (00-21, multiple-clement
arrangements are assessed to determine whether they can be separated into more than one unit of
accounting. A muiltiple-clement arrangement is separated into more than one unit of accounting if all
of the following criteria are met;

* the delivered item(s} has value to the client on a stand-alone basis;
* there is objective and reliable evidence of the fair value of the undelivered item(s); and

* if the arrangement includes a general right of return relative to the delivered item(s), delivery or
performance of the undelivered item(s) is considered probable and substantially in the control of
the company.

If these criteria are not met, then revenue is deferred until such criteria are met or until the
period(s) over which the last undelivered element is delivered. If there is objeclive and reliable
evidence of fair value for all units of accounting in an arrangement, the arrangement consideration is
allocated to the separate units of accounting based on each unit’s relative fair value. There may be
cases, however, in which there is objective and reliable evidence of fair value of the undelivered item(s)
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but no such evidence for the delivered item(s). In those cases, the residual method is used to allocate
the arrangement consideration. Under the residual method, the amount of consideration atlocated o
the delivered item(s) equals the total arrangement consideration less the aggregate fair value of the
undelivered item(s). We apply the revenue recognition policies discussed below to each separate unit of
accounting.

We recognize revenue using the residual method when vendor-specific objective evidence, or
VSOE, of fair value exists for all of the undelivered elements in the arrangement, but does not exist for
one or more delivered elements, and all revenue recognition criteria in SOP 97-2, other than the
requirement for VSOE of fair valuc of each delivered clement of the arrangement, are satisfied. We
allocate revenue to each undelivered clement based upon its respective fair value determined by cither
(a) the price charged when that element is sold separately, (b) the price established by management if
that element is not yet sold separately and it is probable that the price will not change before the
element is sold separately or (c) substantive renewal rates. We defer revenue for all undelivered
elements and recognize the residual amount of the arrangement fee, if any, when the basic criteria in
SOP 97-2 have been met.

Under SOP 97-2, provided that the customer’s contract does not require significant production,
modification or customization of our basic software code, we recognize revenue when the following
four criteria have been met:

* persuasive evidence of an arrangement exists;

* delivery of our basic software code has occurred;
* the license fee is fixed or determinable; and

* collection of the license fee is probable.

For arrangements where we provide software hosting services, we record revenue in accordance
with SOP 97-2 unless:

* the customer cannot take possession of the software at any time during the hosting period
without significant penalty;

* the customer cannot contract with another hosting provider without significant effort or
expenditure; or

* the software’s functionality is compromised by the termination of hosting services.

Under these circumstances, we record revenue ratably over the longer of the contract period or
the maintenance period under EITF Issue No. 00-03.

For those arrangements that meet the criteria for SOP 97-2 accounting, we establish fair value for
all undelivered elements and use the residual method to determine the fair value of the license fee that
is recorded upon achievement of the four revenue recognition criteria mentioned above and included in
term license revenue in the consolidated statement of operations. VSOE is established for hosting
services under such arrangements based on the price charged when hosting services are sold separately
as a renewal. Hosting revenue is included with subscription, maintenance and transaction fee revenuc
in the consolidated statements of operations.

If, at the outset of an arrangement, we determine that the arrangement fee is not fixed or
determinable, then revenue is deferred until the arrangement fee becomes due and payable by the
customer, assuming all other revenue recognition criteria have been met. If at the outset of an
arrangement we determine that collectability is not probable then, revenue is deferred until payment is
received. Our license agreements typically do not provide for a right of return other than during the
standard 90-day warranty period. Historically, we have not incurred warranty expense or experienced




returns of its products. If an arrangement allows for customer acceptance of the software or services,
then we defer revenue recognition until the earlier of customer acceptance or when the acceptance
rights lapse.

We also offer subscriptions to access software which is hosted at our ASP facility. We categorize
these fees as subscriptions. The fees related to these subscription arrangements are recognized as
revenue ratably over the subscription term, which is typically twelve months. Revenue for multiyear
time-based licenses that include maintenance, whether separately priced or not, is recognized ratably
over the license term and included in subscription, maintenance and transaction fee revenue unless a
substantive maintenance renewal rate exists, in which case the residual amount is recognized as
softwarc revenue and included in term license fee revenue when the basic criteria in SOP 97-2 have
been met.

Qur initial maintenance term is generally in the range of one 1o five years, renewable by the
customer on an annual basis thereafter. Qur customers typically prepay maintenance for periods of one
to twelve months. Maintenance revenue is deferred and recognized ratably over the term of the
maintenance contract and is included in subscription, maintenance and transaction fee revenue. Should
a customer with maintenance be specifically identified as a bad debtor, then we would cease
recognizing maintenance revenue excepl to the extent that maintenance fees have already been
collected.

While the statements of work with our customers may specify multiple elements, we believe that
the service elements included in our contractual arrangements with customers are not essential to the
functionality of our software, which can operale in a standalone fashion upon installation. These service
elements do not include significant modification or customization of our software, but may include
configuring, designing and implementing simple interfaces with other customer software, installation
and configuration of third-party software, and training in the use of both our softwarc and third-party
software. The timing of payments for software is independent of the payment terms for the service
elements in our contractual arrangements with customers. In multi-element arrangements involving
software and consulling, training or other services thal are not essential to the functionality of the
software, the services revenue is accounted for separately from the software revenue. We offer package
pricing for the various service elements of our contractual arrangements with customers, and recognize
VSOE for service elements based on the prices of those packages, which are based on hourly rates
consistent with those used in the separate sales of services.

Consulting, training and other services are typically sold under fixed-price arrangements and are
recognized using the proportional performance method based on direct labor hours incurred to date as
a percentage of total estimated project costs required to complete the project. Consulting services
primarily comprise implementation support related to the installation and configuration of our products
and do not typically require significant production, modification or customization of the software. In
arrangements that require significant production, modification or customization of the software and
where services are not available from third-party suppliers, the consulting and license fees are
recognized concurrently, When total cost estimates exceed revenue in a fixed-price arrangement, the
estimated losses are recognized immediately in cost of revenue.

The assumptions, risks and uncertainties inherent with the application of the proportional
performance method affect the timing and amounts of revenue and expenses reported. Numerous
internal and external factors can affect estimates, including direct labor rates, utilization and efficiency
variances.

Where contractual arrangements with customers include the sale of third-party software, revenue is
recognized for the sale of the third-party software and the related expense is included in cost of
revenue.
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In accordance with EITF Issue No. 01-14, Income Staiement Characterization of Reimbursements
Received for Out-of-Pocket Expenses Incurred, we account for out-of-pocket expenses billed to customers
as maintenance, consulting and training revenue with related costs included in cost of revenue. For the
years ended December 31, 2007, 2006, and 2005, reimbursement expenses totaled $501, $438, and 3427,
respectively.

We also generate revenue from transactions that are processed through our web portal. Fees from
these transactions are billed to customers in arrcars on a monthly basis and are recognized in the
period in which the transactions occur. The Company establishes VSOE for these transaction fees
based on the rates charged for transactions in separate sales.

We believe that our accounting estimates used in applying our revenue recognition are critical
because:

* the determination that it is probable that the customer will pay for the products and services
purchased is inherently judgmental;

* the allocation of proceeds to certain elements in multiple-element arrangements is complex;

* the determination of whether a service is essential to the functionality of the software is
complex;

* establishing company-specific fair values of elements in multiple-element arrangements requires
adjustments from time-to-time to reflect recent prices charged when each element is sold
separately; and

* the determination of the stage of completion for certain consulting arrangements is complex.

Changes in the aforementioned items could have a material effect on the type and timing of
revenue recognized.

In prior periods, our estimates of the total cost of consulting, training and other services, which are
recognized under the proportional performance method, have been reasonably accurate. As a result,
there have been no significant changes in the amount of gross profit recognized relative 1o the revenue
recognized in different periods.

If we were Lo change our pricing approach in the future, this could affect our revenue recognition
estimates, in particular, if bundled pricing precludes establishment of VSOE.

Accounts Receivable and Allowance for Doubtful Accounts

All of our accounts receivable are due from trade customers. Credit is extended based on
evaluation of each customer’s financial condition. Collateral is not required. Accounts receivable
payment terms are typically 30 days and are stated in the financial statements at amounts due from
customers net of an allowance for doubtful accounts. Customer accounts outstanding longer than the
payment terms are considered past due. We determine our allowance by considering a number of
factors including the length of time trade accounts receivable are past due, our previous loss history,
customers’ current ability to pay their obligations to us and the condition of the general economy and
the industry as a whole. We write off accounts receivable when they become uncollectible, and
payments subsequently received on such receivables are credited to the allowance for doubtful
accounts.

We believe that our estimate of our allowance for doubtful accounts is critical because of the
significance of our accounts receivable balance relative to total assets. If the general economy
deteriorated, or factors affecting the profitability or liquidity of the industry changed significantly, then
this could affect the accuracy of our allowance for doubtful accounts.
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Capitalized Software Research and Development Costs

We record capitalized software costs on the balance sheet at the lower of unamortized capitalized
costs or net realizable value. We capitalize purchased and internally developed software in accordance
with Statement of Financial Accounting Standards, or SFAS, No. 86, Accounting for the Costs of
Computer Software to be Sold, Leased or Otherwise Marketed. We identify projects that typically
represent significant improvements in featurcs and functionality. The costs incurrcd in the preliminary
stages of development are cxpensed as research and development costs as they are incurred. Once a
solution has reached the development stage where technological feasibility has been established,
internal and external costs will be capitalized based upon the development hours charged against the
project. Amortization begins and capitalization ends when the product is available for general release
to our customers. Annual amortization of capitalized software costs is the greater of the amount
compulted using (i) the ratio that the current gross revenue for a product bears to the total of current
and anticipated future gross revenue for that product or (ii} on a straight-line basis over the estimated
cconomic life of the product, which ranges from three Lo five years. We evaluate the useful lives of
these assels quarterly and test for impairments whenever events or changes in circumstances occur that
could impact the recoverability of these assets.

We believe that our estimate of our capitalized software costs and the period for their amortization
is critical because of the significance of our balance of capitalized software cosis relative to our total
assets. Polential impairment is determined by comparing the balance of unamortized capitalized
software costs 10 the sales revenue projected for a capitalized software project. If efforts to sell that
software project are terminated, or if the projected sales revenue from that software project drops
below a level that is less than the unamortized balance, then an impairment would be recognized.

Factors that could change the amount of software capitalized in the future include greater use of
offshore programming resources, which would reduce the amount of software capitalized, or shorter
product life cycles, which would require amortization on a shorter time schedule.

Stock-Based Compensation

Prior to January 1, 2006, stock-based compensation was measured in accordance with the
provisions of SFAS No. 123, Accounting for Stock-Based Compensation, and SFAS No. 148, Accounting
for Stock-Based Compensation— Transition and Disclosure—An Amendment of FASB Statement No. 123,
which permitted companies to continue to apply the provisions of Accounting Principles Board
-Opinion, or APB, No. 25, Accounting for Stock Issued to Employees, and related interpretations
including Financial Accounting Standards Board, or FASB, Intcrprelation No. 44, Accounting for
Centain Transactions Involving Stock Compensation, an Interpretation of APB Opinion No. 25. Under this
method, compensation expense is measured as the excess, if any, of the fair market value of our
common stock at the date of the grant over the exercise price of the option. In accordance with the
provisions of SFAS No. 123 and SFAS No. 148, Accounting for Stock-Based Compensation—Transition
and Disclosure, we disclosed pro forma results of operations as if the minimum value-based method had
been applied in measuring compensation expense for stock-based incentive awards.

As required by the FASB under SFAS No. 123R, Share-Based Payment, cffective January 1, 2006,
we adopted the fair value recognition provisions of SFAS 123R which requires us to apply the
provisions of SFAS No. 123R to new awards granted, and to awards modified, repurchased, or
cancelled after the cffcctive date. We began recognizing stock-based compensation cxpense under a
calculated measurement value computation effective Januvary 1, 2006. The fair value of stock options
will be recognized as expense in our financial statements over the remaining vesting period of the stock
options. The adoption of SFAS No. 123R resulted in $1,174 and $224 of expense in 2007 and 2006,
respectively. In addition, the adoption of this standard will result in difficulties comparing our operating
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results for future periods Lo those of our prior periods, since prior periods through 2005 will not reflect
stock-based compensation expense under SFAS No. 123R.

At the time that options were granted during the years 2004, 2005 and in January and April of
2006, the fair value of the common stock for the options was estimated by the board of directors, with
input from management. Given the absence of an active market for our commeon stock, our board of
directors, the members of which we believe had extensive business and finance expericnce, was required
to estimate the fair value of our common stock at the time of each option grant. In July 2006, we
engaged an independent valuation specialist, Mufson, Howe, Hunter, & Company, LLC (*Valuation
Expert™) to perform a retrospective valuation of our common stock as of and for the years ended
December 31, 2004 and 2005, and the six months ended June 30, 2006. As a result of this retrospective
valuation, it was determined that the exercisc prices for the stock options granted in the first half of
2004 and for April and July 2006 exceeded the fair value of our common stock at those dates, The
cxercise prices for stock option grants in the second half of 2004, all of 2005 and January 2006 were
below the retrospective fair values determined for those dates. Accordingly, as required by APB
Opinion 25, for the difference by which the fair value of the underlying common stock exceeded the
option exercisc price of the grants in 2004 and 2005, we recognized stock-based compensation expense
in our consolidated statements of operations for the years ended December 31, 2007, 2006, and 2005 in
the amounts of approximately $490, $397, and $256, respectively.

Significant Factors, Assumptions, and Methodologies Used in Determining Fair Value of Options Granted
Prior to Our Initial Public Offering.

We used the market approach (one of three generally used valuation approaches) to cstimate the
value of the enterprise at each date at which options was granted. The market approach uses direct
comparisons to other enterprises and their equity securities to estimale the fair value of privately issued
securities. The fair value measured by the market approach is based on a comparison to similar
enterprises or similar transactions. Qur board of directors considered the market values of comparable
software companies in public and private sales, conducled discussions of value with outside cquily
investors (including those who had purchased shares of oor Series A, Series B, and Series C preferred
stock) and potential strategic business partners and considered our business trends in determining our
market-based value. Our board of directors then deducted the liquidation preferences of the preferred
stock, including accrued and unpaid dividends, to determine the value remaining for the holders of our
common stock. Given the objective and subjective factors utilized in this valuation methodology, there
is inherent uncertainty in these estimates. Of the three generally accepled valuation methodologies, our
board of directors believed that the market approach was the most appropriate approach to utilize
because of its focus on value based on a sale or public offering liquidity events. At the time, it was
more likely a liquidity event would involve the sale of us or an initial public offering of our common
stock.

The Valuation Expert also used a market approach to value our common stock. The specialist
estimated the retrospective fair values of our common stock using a probability-weighted analysis of the
present value of returns afforded 1o common shareholders in each of three possible future liquidity
events—an initial public offering, sale or dissolution. Given the structure of our shareholder base, the
Valuation Expert did not analyze our value in a scenario where we contlinue as a private company
indefinitely with no liquidity transaction. For each of the three transaction scenarios, estimated future
and present values for the shares of our common stock were calculated using assumptions, including:
(i) the expected pre-money valuation (pre-initial public offering, pre-sale or pre-dissolution); (ii) the
expected probability distribution of values relaling to the expected pre-money valuation, which not only
demonstrates the level of volatility of expected values, but is particularly important for a junior
security—such as the common stock in an enterprise that has preferred stock—which demonstrates an
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asymmetrical distribution of returas; and (iii} an appropriate risk-adjusted discount rate to the present
rate.

The Valuation Expert’s initial public offering valuation was based primarily on the following: (i) an
analysis of companies comparable to us, including their valuation at a trailing year multiple and
one-year forward revenue multiple; (i) an analysis of a broader range of software companics, broken
down into certain key criteria, including size, profitability and growth; and (iii) since detailed multi-year
projections were available only for 2005 analysis, the Valuation Expert performed a discounted cash
flow analysis for the December 31, 2005 valuation. Such projections were not available in prior years,
and as a result, no discounted cash flow analysis was performed for those years. Using the foregoing,
low, median and high values of the common equity were estimated and the common equity per share
value was calculated. A weighted-average estimate of values was calculated using weightings of 0% (for
the low case), 50% (for the median case) and 509 (for the high case) in the valuation analysis for 2005
and 2004, as well as June 30, 2006.

The sale valuation was based primarily on the following: (i} an analysis of merger and acquisition
transactions involving companies comparable to us, including their valuation as a trailing year revenue
multiple; (ii) an analysis of a broader range of software company acquisitions, segmented by certain key
criteria, including size and profitability; (iii) an estimated calculation of the common equity per share
value by utilizing the foregoing, low, median and high values of the common cquity; and (iv) a
weighted-average estimate of values was calculated using weightings of 25% (for the low case), 50%
(for the median case) and 25% (for the high case).

The dissolution valuation was based primarily on the following: (i) the Valuation Expert’s estimate
(with management input) regarding expected dissolution proceeds; (ii) upon subtracting our liabilities
from our assets, the net value to equity sharcholders was estimated; (iii) after deducting accrued
dividends, liquidation and preferences from the nect equity value, the value to common sharcholders
was calculated. Since our management has represented that the dissolution scenario is highly unlikely,
but not impossible, the Valuation Expert only assigned a 5% probability weighting on this scenario in
its calculations.

The Valuation Expert applied weightings 10 each of the three indicated values based upon its
estimate of the likelihood of the various scenarios, as of the valuation date. Its estimate of the
likelihood of any given scenario was based on: (i) the initial public offering and merger and acquisition
transaction market conditions; (ii) the relative size, based on trailing revenue, of the issuers which
successfully completed initial public offerings during the relevant time period; (iii) our profitability; and
(iv) the likelihood that an initial public offering would qualify as a Qualified Initial Public Offering
under the terms of our preferred stock.

As a result of the foregoing, the following weightings were assigned for the applicable periods:

Year Ended
June 30, December 31,
w6 s 2000
Sale /Merger ... .. i e 25% T0% 85%
PO . e 0% 25% 10%
DissolULION . . . e e e e __5_% 5% 5%

0T 100%  100% 100%
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Significant Factors Contributing to the Difference between Fair Value as of the Date of Each Grant and the
Estimated Initial Public Offering Price.

We granted stock options with cxercisc prices of $0.50 during the years ended December 31, 2005
and 2004, $2.50 in January 2006 and $22.00 in April and July 2006. The Valuation Expert determined
in its retrospective valuation that the fair value of our common stock was, as of each datc indicated:

June 30, December 31, December 31,
2006 2005 2

Fair value persharc ..................... $6.34 $4.52 $2.02

For the periods 2004 through 2005, the fair valuc determined contemporaneously by our board of
directors differs from the retrospective valuation by the Valuation Expert, which in turn differed
significantly from the initial public offering price of our stock. The primary reason for the difference
between the market-based fair value determined by our board of directors and the retrospective
valuation by the Valuation Expert relates to the number and composition of the comparison companies
used by our board of directors and the Valuation Expert, and the more comprehensive approach vsed
by the Valuation Expert in that the Valuation Expert used a probability-weighted cstimale of the values
from each of the three scenarios posed (sale of the company, IPO or dissolution). The primary reason
for the difference between the initial pubtic offering price and the fair values determined by the
Valuation Expert as of June 30, 2006 and December 31, 2005 and 2004 is that during these pertods, the
Valuation Expert and we determined that it was highly unlikely that we could have completed an initial
public offering due to (i) weak initial public offering conditions, (ii) our relative small size in terms of
revenue compared to companies that completed initial public offerings during such periods, and
(iii) prior to 2003, our lack of profitability. As a result, a liquidity event in the form of a sale or merger
was determined to be most likely. Our sale or merger would trigger liquidation payments of
approximately $40.0 million to the holders of our Series A, Series B and Series C preferred stock plus
accrued dividends, greatly diminishing, or even eliminating, the value of our shares of common stock,

As of June 30, 2006, the Valuation Expert determined that the fair value of our common stock was
$6.34 per share. As disclosed elsewhere, the initial public offering price of our common stock was
$10.00. This increase in fair value between that determined by the Valuation Expert and that
determined by our underwriters is attributable to the following faclors: an increase in the valuation of
comparable public companies included in the Valuation Expert’s report; an increase in the probability
of completing our initial public offering; and, as our initial public offering became more likely, the
removal of the discount related (o the uncertainty associated with a shareholder liquidity event. In
addition, there was also a difference in the methodology utilized by the independent Valuation Expert
and our underwriters. The Valuation Expert used a broader group of health care software companies
that, overall, had valuation multiples that were lower than the group included in the underwriters’
valuation. In addition, the Valuation Expert included as comparable companies only those companics
whose revenue base is most closely comparable to our current business model, despite the fact that we
anlicipate increased subscription, maintenance and transaction fee based revenues in the future from
our Patient Clinical Summary product.

We consider the estimates of expected term and volatility used in calculating the Black-Scholes fair
vatue of future awards 1o be critical because of the amount of stock-based compensation 1o be
recognized in our financial statements. Because of the short time that our stock has been publicly
traded, we cannot estimate how accurate our estimates may prove to be compared to the actual market
behavior of our stock price and the future exercise behavior of the participants in our equity incentive
plans. As we develop historical data, these estimates may change in the future. Also, we may find that
a different method to calculate fair value may be more accurate in determining the actual economic
impact of stock-based compcnsation.
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We do not anticipate any significant changes in the number of stock option awards granted in the
future or the number of participants in our equity incentive plans.

Accounting for Preferred Shares and Derivative Shares

As of the closing of our initial public offering on December 18, 2006, all of our preferred stock
converted into common stock. We currently have no shares of preferred stock outstanding,

Prior to the closing of our initial public offering, we accounted for our previously outstanding
preferred stock and related instruments in accordance with EITF Issue No. 00-19, Accounting for
Derivative Financial Instruments Indexed to, and Potentially Settled in, a Company’s Own Stock; EITF
Issue No. 98-5, Accounting for Convertible Securities with Beneficial Conversion Features or Contingent
Adjustable Conversion Ratios; EITF Issue No. 00-27, Application of Issue No. 98-5 to Certain Converiible
Instruments; SFAS No. 133, Accounting for Derivative Instruments and Hedging Activities; and other
applicable professional standards. The carrying value of our Series A, Series B and Series C preferred
stock was increased, or accreted, using the interest method, 10 redemption value, from the date of
issuance 1o the earliest redemption date. The carrying value of our Series A, Series B and Series C
preferred stock were also accreted for the value of accrued and unpaid cumulative dividends.

In accordance with the provisions of SFAS No. 133, we identified the conversion feature of our
Series B and Series C preferred stock as an embedded derivative. Under the criteria of EITF 00-19,
these embedded derivatives were classified as a liability, with changes in fair value of the derivatives at
cach balance sheet date reflected in our results of operations. For our previously outstanding Series A
preferred stock, for which accrued and unpaid dividends could have been paid in additional shares of
Series A preferred stock at the option of the holder when such preferred stock was outstanding, when
the fair value of our common stock (into which the dividend shares could have been converted)
exceeded the conversion price, a beneficial conversion option was recognized for the difference
between the fair value of the common stock and the conversion price on the Series A preferred stock
dividends, in accordance with EITF 00-27. Changes in the value of this beneficial conversion option
were recorded in additional paid in capital in our consolidated balance sheet.

Accounting for Income Taxes

We account for income taxes in accordance with SFAS No. 109, Accounting for Income Taxes, under
the assct-and-liability method. Deferred tax assets and liabilities are recognized for the future tax
consequences attributable to differences between the financial statement carrying amounts of existing
assets and liabilities and their respective tax bases and operating loss and (ax credit carryforwards.
Deferred tax assets and liabilities are measured using enacted tax rates to apply to taxable income in
the years in which those temporary differences are expected to be recovered or settled. Any change in
the enacted tax rate and its effect on deferred assets and liabilities is recognized in the period that
includes the enactment date. A valuation allowance is recorded against deferred tax assets if it is more
likely than not that such assets will not be realized.

The realization of deferred tax assets is evaluated quarterly by assessing the valuation allowance
and by adjusting the amount of the allowance, if necessary. We make estimates and judgments to
calculate our tax liabilities and determine the realization of our deferred tax assets, which arise from
temporary differences between the tax and financial statement recognition of revenues and expenses.
We also estimate a deferred tax asset valuation allowance if, based on the available evidence, it is more
likely than not that some portion or all of the recorded deferred tax assets will not be realized in future
periods. These estimates and judgments are inherently subjective.
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In evaluating our ability 1o realize deferred tax asscts, we consider all available positive and
negative evidence. Our positive evidence includes our projections of future taxable income, the
remaining life of the net operating loss carryforwards and cumulative taxable income over the three
most recent fiscal years. Our negative evidence includes operating losses generated from 2000 through
2003 and the taxable losses penerated in 2006 and 2007. In determining future taxable income, we
make assumptions for the amount of taxable income, the reversal of temporary differences and the
implementation of feasible and prudent 1ax planning strategies. These assumptions require us to make
judgments about our future taxable income and are consistent with the plans and estimates we use 1o
manage our business.

Term license revenue of $1.4 million recorded during the fourth quarter of 2006 was below our
cxpeclations resulling in a net loss for the year ended December 31, 2006 and reversing the wrend of
two consecutive vears of book and three consecutive years of taxable income. This lower term license
revenue was primarily the result of the delay in the execution of certain contracts which became known
to us during the last two weeks of the year. In addition, a new customer contract which the Company
anticipated obtaining and closing prior to December 31, 2006 was initially lost to a competitor in
January 2007 but subsequently signed as a new customer in June 2007. As a result of the delay in the
closing of contracts and the lost opportunity, the Company recorded a net loss in the fourth quarter of
2006 and the full year 2006, and, reduced its revenue and net income guidance for 2007. Accordingly,
the Company fully reserved the deferred tax asset at December 31, 2006, Due to the continued losses
in 2007, the Company maintained this 100% reserve as of December 31, 2007,

We operate within multiple state taxing jurisdictions and are subject to audit in each jurisdiction.
Our United States federal income tax return for 2005 is currently under audit by the Internal Revenue
Service (“IRS”). The final resolution of this audit is uncertain and may take several months. Our
management does not believe, based upon information currently known to us that the final resolution
of this audit will have a material adverse effect upon our consolidated financial position and the results
of operations and cash flows. However, if upon the conclusion of this audit the ultimate determination
of our taxes owed is for an amount in excess of the tax provision we have recorded or reserved for, our
overall effective lax rate may be adversely impacted in the period of adjustment. In our opinion,
adequate provisions for income taxes have been made for all periods. As we gain experience with tax
examinations in the future, our estimates of any unrecognized tax benefits may change, which may
affect the amount of net opcerating losses that we may be able to utilize in the future.

We believe that our estimate of our deferred tax assets and liabilities and our estimation of future
tax benefits to be realized in calculating the valuation allowance against those deferred tax assets are
critical because of the significance of our net deferred tax assets relative to our total assets and because
of the effect that possible realization of past net operating losses may have upon our future net income.
Because of the variability of our revenue and expenses in the past and uncertaintics about the future,
we cannol estimate how accurate those estimates arc without further operating history. As our business
continues to develop and our ability to forecast future income improves, we expect o be able to
become accurate in determining the amount of deferred tax assets and liabilities that we can expect to
utilize.

We adopied the Financial Accounting Standard Board’s Interpretation No. 48, Accounting for
Income Tax Uncertainties (“FIN 48”), on January 1, 2007. FIN 48 clarifies the accounting for uncertain
income tax positions recognized in financial statements and requires the impact of a tax position to be
recognized in the financial statements if that position is more likely than not of being sustained by the
taxing authority. As of December 31, 2007, we had $19,050 of unrecognized tax benefits which, if
recognized, would favorably impact our effective tax rate. The Company does not anticipate that total
unrecognized tax benefits will significantly change due 1o the settlement of audits and the expiration of
the statute of limitations within the next 12 months. Qur policy is to recognize interest and penalties on
unrecognized tax benefits in provision for income taxes in the consolidated siatements of operations. As
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of December 31, 2007, we have no accrued interest or penalties related to uncertain tax positions. Tax
years beginning in 2003 are subjcct to examination by taxing authorities, although net operating loss
and credit carryforwards from all years are subject to examinations and adjusiments for at least three
years following the year in which the attributes are used.

Recently Issued Accounting Standards

In June 2006, the FASB reached a consensus on Emerging Issues Task Force (“EITF”) Issue
No. 06-3, How Taxes Collected from Customers and Remitied to Governmental Authorities Should Be
Presented in the Income Statement (That Is, Gross versus Net Presentation), (“EITF 06-037).
EITF 06-3 indicates that the income statement presentation on ¢ither a gross basis or a net basis of the
taxes within the scope of the issue is an accounting policy decision that should be disclosed. EITF 06-3
is effective for interim and annual periods beginning after December 15, 2006. The adoption of
EITF 06-3 did not change our policy of presenting taxes within the scope of EITF 06-3 on a net basis
and had no impact on our consolidated financial statements.

In September 2006, the FASB issued SFAS No. 157, “Fair Value Measurements™ (“SFAS 1577).
SFAS 157 defines fair values, establishes a framework for measuring fair value, and expands the
disclosure requirements about fair value measurements. In February 2008, the FASB issued Staff
Position No. FAS 157-2 (“FSP 157-27) that defers the effective date of applying the provisions of
SFAS 157 to the fair value measurement of nonfinancial assets and nonfinancial liabilities until fiscal
years beginning after November 15, 2008. We were required to adopt the provisions of SFAS 157 that
pertain to financial assets and liabilities on January 1, 2008. The adoption of SFAS 157 did not have a
material impact on our consolidated financial position or results of operations. We are currently
evaluating the effect FSP 157-2 will have on our consolidated financial position and results of
operalions.

In February 2007, the FASB issued FASB Statement No., 159, The Fair Value Option for Financial
Assets and Financial Liabilities, Including an amendment of FASB Statement No. 115. Under this
statement, entities will be permitted to measure many financial instruments and certain other assets and
liabilities at fair value on an instrument-by-instrument basis (the fair value option). By electing the fair
value measurement attribute for certain assets and liabilities, entities will be able to mitigate potential
“mismatches” that arise under the current mixed measurement attribute model. Entities will also be
able to offset changes in the fair values of a derivative instrument and its related hedged item by
selecting the fair value option for the hedged item. SFAS No. 159 will become cffective for fiscal years
beginning after November 15, 2007. We were required to adopt SFAS 159 on January 1, 2008. The
adoption of SFAS 159 did not have a material effect on our consolidated financial position or results of
operations.

In December 2007, the FASB issued SFAS No. 141 (revised), “Business Combinations”
(“SFAS 141(R)”). SFAS 141(R) changes the accounting for business combinations including the
measurement of acquirer shares issued in consideration for a business combination, the recognition of
contingent consideration, the accounting for pre-acquisition gain and loss contingencies, the recognition
of capitalized in-process research and development, the accounting for acquisition-related restructuring
cost accruals, the treatment of acquisition related transaction costs and the recognition of changes in
the acquirer’s income tax valuation allowance. SFAS 141(R} applies prospectively to business
combinations for which the acquisition date is on or after the beginning of the first annual reporting
period beginning on or after December 15, 2008, except for certain tax adjustments for prior business
combinations. Accordingly, we will adopt this statement on January 1, 2009. We are evaluating the
effect SFAS 141(R) will have on our consolidated financial position and results of operations.

In December 2007, the FASB issued SFAS No. 160, “Noncontrolling Interests in Consolidated
Financial Statements, an amendment of ARB No. 51”7 (“SFAS 160”). SFAS 160 changes the accounting
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for noncontrolling (minority) interests in consolidated financial statements including the requirements
to classify noncontrolling interests as a component of consolidated stockholders’ equity, and the
elimination of “minority interest” accounting in results of operations with ¢arnings attributable to
noncontrolling interests reporied as parl of consolidated earnings. Additionally, SFAS 160 revises the
accounting for both increases and decreases in a parent’s controlling ownership interest. SFAS 160 is
effective for fiscal years beginning after December 15, 2008, with carly adoption prohibited.
Accordingly, we will adopt this statement on January 1, 2009. We do not expect the adoption of
SFAS 160 to have a material impact on our consolidated financial position or results of operations.

In December 2007, the FASB Emerging Issues Task Force (“EITF”) reached a consensus on Issue
No. 07-1, Accounting for Collaborative Arrangements. The EITF concluded on the definition of a
collaborative arrangement and that revenues and costs incurred with third parties in connection with
collaberative arrangements would be presented gross or net based on the critena in EITF 99-19 and
other accounting literature. Based on the nature of the arrangement, payments to or from collaborators
would be evaluated and its terms, the nature of the entity’s business, and whether those payments are
within the scope of other accounting literature would be presented. Companies are also required to
disclose the nature and purpose of collaborative arrangements along with the accounting policies and
the classification and amounts of significant financial-statement amounts related to the arrangements.
Activities in the arrangement conducted in a separate legal entity should be accounted for under other
accounting literature; however required disclosure under EITF 07-1 applies to the entire collaborative
agreement. EITF 07-1 will be effective for us January 1, 2009 and is to be applied retrospectively to all
periods presented for all collaborative arrangements existing as of the effective date. We are currently
evaluating the effect that the adoption of this consensus opinion will have on our consolidated financial
stalements.

Significant Customer Contracts

Two of our customers, Health Care Service Corporation (“HCSC”} and Blue Cross Blue Shield of
Minnesota (*Minnesota™) accounted for 26% and 12%, respectively, of our revenue for the year ended
December 31, 2007. HCSC and Horizon Blue Cross Blue Shield (“Horizon”) accounted for 27% and
20%, respectively, of our revenue for 2006. HCSC accounted for 25% of our revenue for 2005. Each of
these contracts contains a term license component and an annual subscription and maintenance fee
component. As is the case generally with all of our term license arrangements, a significant amount of
the revenue of the contract is recognized in the initial year of the contract, with the remaining year
revenue composed predominantly of annual subscription and maintenance fees and services relating
primarily to implementation. See the discussion of “Sources of Revenue” contained under Item 7 of
this Annual Report on Form 10-K. As a result, while these two contracts represent a material portion
of our revenue for the year ended December 31, 2007, we can not determine at this time whether these
contracts will represent a material portion of our revenue in the future.
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Consolidated Results of Operations

The following table sets forth key components of our results of operations for the periods
indicated as a percentage of total revenue:

Year Ended December 31,

2007 2006 2005
Revenue
Subscription, maintenance, and transaction fees .................. 56% 509% 45%
Term LCEmSES . . o i e e e e 15 20 25
Professional SEIVICES . . .. ... . . .t e e e 29 30 _39
Total revenue . . . .o e e e 100 100 100
Cost of revenue
Subscription, maintenance, and transaction fees .. ................ 22 17 22
Term Heenses . ..o e e e e e 7 4 4
Professional SCIVICES . .. . . . . . . it e _1_§ E ﬁ
Total cost Of TeVENUE . . . .. .. .. i e e 44 34 40
GIOSS MALGIN « . ¢ vttt et ettt e ettt e ettt et e e 56 66 60
Operating expenses
Sales and markeling ... ... ... ... ... . ... e 20 24 20
Research and development . .............. . .. i 13 18 7
General and administrative . . .. ... ... . .t e 36 28 25
Total operating €XPENSES . . . . ..ottt r it e e e 69 70 52
(Loss) income from operalions . .......... v uiiinnnenreennns (13) (4) 8
Loss on change in fair value of redeemable convertible preferred stock
CONVETSION OPHOMS . . . . ittt it et ettt e e et e e e e — (20) (2)
Interest eXpense, MEb. . .. .. .. it it i e e — (1) Re)
(Loss) income before (provision) benefit for income taxes. . ........... (13) (25) 5
(Provision) benefit for income taxes . . .. ...... ... L e, = {15) 17
Net (loss)income . ... ... .. ... ... ... . (13 (40) 22
Accretion of convertible preferred shares and redeemable convertible
preferred shares ... ... ... ... ... il — (18) (10
(Loss) income available to common shareholders ... . ........ ... ... 13% (58)%  12%

Comparison of Years Ended December 31, 2007 and 2006
Revenue

Consolidated revenue increased slightly to $44.8 million for the year ended December 31, 2007
from $44.2 million for the year ended December 31, 2006. This increase resulted primarily from an
increase in subscription, maintenance and transaciion revenue offsetl by decreases in term licenses and
professional services revenue. Subscription, maintenance and transaction revenue increased $3.1 million
to $25.2 million for the year ended December 31, 2007 from $22.1 million for the year ended
December 31, 2006. Term licenses revenue decreased $2.3 million to $6.4 million for the year ended
December 31, 2007 from $8.8 million for the year ended December 31, 2006. Professional services
revenue decreased $0.2 mitlion to $13.1 million for the year ended December 31, 2007 from
$13.3 million for the year ended December 31, 2006.
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Revenue by source is as follows:

Twelve Months Ended

December 31, Change
2007 2006 $ %
Subscription, maintenance, and transaction fees . ... $25,198 56% $22,090 50% % 3,108 14 %
Term HCENSES . v oo vee e et e e e e 6423 15% 8,778  20% (2355) (2%
Professional services .. ... .. ... .. ... 13,134 29% 13341 30% _ (207) ()%
Total revenue. ... ..o vttt i e $44,755 100% $44,209 100% $§ 546 1%

For the year ended December 31, 2007 we entered into a total of 15 contracts compared to 20
contracts for the year ended December 31, 2006. In 2007, 3 contracts werc with new customers who
licensed our Collaborative Carc Management suite including Patient Clinical Summary and represent
aggregate term license revenue of $4.3 million. The remaining 12 contracts were with existing customers
that had already implemented our Advanced Medical Management module and were adding an
additional module or renewing their existing license agreement. In 2006, 2 contracts were with new
customers who licensed our Advanced Medical Management module and at least one other module.
The remaining 18 contracts were with existing customers that had already implemented our Advanced
Medical Management module. Three of these customers also licensed at least one additional module.
During 2006, Horizon licensed our Clinical Care Pathways solution and expanded its utilization of our
Advanced Medical Management module to an increased membership base. For the year ended
December 31, 2006, Horizon represented approximately 20% of our total revenue,

The increase in subscription, maintenance and transaction fees revenue was a result of
maintenance and support revenue from contracts closed in the periods subsequent to December 31,
2006, annual CPI inflators of approximately 4% included in our maintenance and support contracts,
and an increase in avthorization and referral transaction revenue.

The decrease in term license revenue during 2007 compared to 2006 is primarily due to turnover
in the sales function and the awaited release of Alineo.

Professional services revenue decreased slightly during the year ended December 31, 2007 when
compared to the year ended December 31, 2006. This decreasc is primarily due to the lack of new
customer contracts in the fourth guarter of 2006 and the first three quarters of 2007 that would have
resulted in implementation revenue during the year ended December 31, 2007.

Cost of Revenue

Cost of revenue increased 30% to $19.7 million for the year ended December 31, 2007 from
$15.2 million for the year ended December 31, 2006.

Cost of revenue for each revenue source is as follows:

Twelve Months Ended

December 31, Change
2007 2006 $ _‘/_'E
Subscription, maintenance, and transaction fees .. ... $ 9790 39% § 7,641 35% 352,149 28%
Term liCEnSes . . . .ot v i e e e e e e 3,065 48% 1,722 20% 1,343  78%
Professional SEIvices . . . .. . v v in in e i 6,871 2% 5,800 ﬁ% 1,065 ﬁ%

Total cost of revenue . ...t e v nnrnn-n $19,726 iﬂ% §15,169  34% $4.557 30%




This increase resulted from an increase in costs of subscription, maintenance and transaction fees
of $2.1 million, an increase in cost of term licenses of $1.3 million and an increase in cost of
professional services of $1.1 miliion.

The increase in the cost of subscription, maintenance and transaction fees of $2.1 million is
primarily due to the increase in personnel and personnel related costs of $0.8 million, software costs of
$0.7 million, outside consultant costs of $0.5 million, and in hardware and software support and
maintenance costs of $0.1 million. All these factors resulted from personnel additions in our customer
support, ASP and hosling operations in order to support an increase in our ASP and hosting customer
base, as well as personnel increases related to the creation of our Center for Collaborative Health to
focus on provider adoption of the Patient Clinical Summary.

The increase in cost of term licenses of $1.3 million is principally due to an increase in the cost of
third-party license and royalty fees of $1.0 million and the increase in the amortization of capitalized
software costs of $0.3 million. The increase in cost of third-party license and royalty fees is primarily
due to the heavier concentration of third-party license revenue in 2007 as compared to 2006.

The increase in the cost of professional services of $1.1 million is due to increased use of
independent consultants of $0.6 million and increased personnel and personnel related costs of
$0.5 million 1o support our increased professional services work.

Gross Margin

Gross margin decreased 14% to $25.0 million for the year ended December 31, 2007 from
$29.0 million for the year ended December 31, 2006. As a percentage of revenue, gross margin
decreased to 56% for the year ended December 31, 2007 from 66% for the year ended December 31,
2006.

Gross margin for each revenue source is as follows:

Twelve Months Ended

December 31, Change
2007 2006 $ %
Subscription, maintenance, and transaction fees . ... $15408 61% $14,449 65% % 959 7%
Term licenses . ........ ... ... .o, 3,358 52% 7,056 80% (3,698) (52)%
Professional services . ....................... 6,263  48% 7,535 56% (1,272} (17)%
Total gross margin . .. ...........c.ovui.... $25,029  56% $29,040 66% $(4,011) (14)%

Gross margin from subscription, maintenance and transaction fees revenue increased 7% to
$15.4 million for the year ended December 31, 2007 from $14.4 million for the year ended
December 31, 2006. As a percentage of subscription, maintenance and transaction fee revenue, gross
margin from subscription, maintenance and transaction fee revenuc decreased to 61% for the year
ended December 31, 2007 from 65% for the year ended December 31, 2006. The increased revenue
level was offset by increased costs due to personnel and consuitant increases in our solution support
operations and our solutions hosting operations, both of which were designed to support an increase in
our ASP and hosting customer base. In addition, increases in software costs and the use of outside
consultants further contributed to the reduced gross margin.

Gross margin from term licenses revenue decreased 52% to $3.4 million for the year ended
December 31, 2007 from $7.1 million for the year ended December 31, 2006. As a percentage of term
licenses revenue, gross margin from term licenses revenue decreased to 52% for the year ended
December 31, 2007 from 80% for the year ended December 31, 2006. This decrease is attributable to
the lower term licenses revenue in 2007 compared to the same period in 2006 for the reasons
mentioned above. In addition, a significant portion of the costs of term licenses relate to the
straight-line amortization of capitalized software costs which are incurred at the same rate regardless of
revenue in the period.
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Gross margin from professional services revenuc decreased 17% to $6.3 million for the year ended
December 31, 2007 from $7.5 million for the year ended December 31, 2006. As a percentage of
professional services revenue, gross margin from professional services revenue decreased to 48% for the
year ended December 31, 2007 from 56% for the year ended December 31, 2006, The decrease in gross
margin from professional services is primarily due to the increase in costs of professional services. The
increase in costs reflects a higher proportion of independent consultants utilized by our Client
Operations department compared to full-time employees.

Sales and Marketing
Twelve Months Ended
December 31, Change
2007 2006 $ i
Sales and marketing ................... $8,801 $10,534  $(1,733) (16)%
As a pereentage of revenue ... ... ... .. 20% 24%

Sales and marketing expenses decreased 16% to $8.8 million for the year ended December 31,
2007 from $10.5 million for the year ended December 31, 2006. This $1.7 million decrease is a result of
decreased commission expense of $1.7 million attributable to the reduced level of term license revenue
and professional services revenue and a decrease in sales and solutions marketing personnel and
personnel-related costs of $0.3 million due to a reduced headcount. These decreases were offset by
increases in recruiting costs of $0.2 million and the use of outside consultants of $0.1 million. The
increase in recruiting costs was largely duc 1o the hiring of our Executive Vice President and Chief
Sotutions Officer.

Research and Develppment

Twelve Months Ended

December 31, Change
2007 2006 3 %
Research and development .............. $6,003 $8,045  $(2,042) (25)%
As a percentage of revenue . ....... .. .. 13% 18%

Research and development expenses decreased 25% to $6.0 million for the year ended
December 31, 2007 from $8.0 million for the year ended December 31, 2006. The $2.0 million decrease
reflects the additional capitalization of software development costs of $3.4 million, the reduction of
independent contractor costs of $0.4 million, and the reduction of other research and development
costs of $0.1 million. These decreases were offset by the increases in personne! and personnel-related
costs of $1.9 million. For the year ended December 31, 2007, we capitalized $4.8 million of software
development costs related to specific projects which will add new product features and functionality, an
increase of 240% from $1.4 million capitalized for the year ended December 31, 2006. Total research
and development expenditures increased 14% to $10.8 million (including capitalized software
development costs of $4.8 million) for the year ended December 31, 2007 from $9.4 million (including
capitalized software development costs of $1.4 million} for the year ended December 31, 2006. The
increase in personnel and personnel related costs is due to the increased headcount and the decrease in
contractor costs is due 10 a lesser reliance on outside contractors due to the increase in headcount.

General and Administrative

Twelve Months Ended

December 31, Change
2007 2000 $ %
General and administrative ............... $16,295 $12,520 $3,775 30%
As a percentage of revenue .. ......... .. 36% 28%
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General and administrative expenses increased 30% to $16.3 million, or $3.8 million, for the year
ended December 31, 2007 from $12.5 million for the year ended December 31, 2006. This increase is
due to an increase in professional and consultant fees of $0.7 million, facility costs of $0.5 million
resulting from the additional space leased, insurance costs of $0.4 million, depreciation expense of
$0.4 million, telephone expense of $0.2 million, and other general and administrative fees of
$0.9 million. In addition, approximately $1.0 million of the increasc is related to stock compensation
expense and the adoption of SFAS No. 123R, Share-Based Payment, as of January 1, 2006. These
increases were partially offset by a decreasc in recruiting costs of $0.3 million due to reduced hiring on
a company-wide basis during 2007. The increase in professional and consultant fees and insurance are
primarily associated with the additional requirements of being a public company including Sarbanes-
Oxley compliance. Of the $1.0 million increase in stock compensation expense, $0.4 million was due o
the Company accelerating the vesting of certain stock oplions previously granted to a former executive
pursuant to the separation agreemenl reached between the Company and the former execulive on
August 14, 2007. The increase in depreciation and amortization expense is related to the additional
leasehold improvements, office furniture, and equipment associated with additional leased office space
obtained in August 2006.

Loss on Change in Fair Value of Previously Outstanding Redeemable Convertible Preferred Stock
Conversion Options

The loss on change in fair value of our previously outstanding conversion options was $8.6 million
for the year ended December 31, 2006. All of the outstanding redeemable convertible preferred stock
was converted into common stock on December 18, 2006 in connection with the initial public offering
of the Company’s common stock.

Interest Income (Expense), Net

Interest income, net for the year ended December 31, 2007 was $0.1 million compared to Interest
expense, net of $0.5 million for the year ended December 31, 2006. This $0.6 million or 118% incrcase
is attributable to interest earned on larger cash and cash equivalents balances during 2007. The larger
cash and cash equivalents balances were a result of net proceeds received from our initial public
offering which closed on December 18, 2006.

Provision for Income Taxes
The Company fully reserved the deferred tax asset at December 31, 2007 and 2006.

We recorded an income tax provision of $6.7 million for the year ended December 31, 2006.
Management’s assessment at December 31, 2006 was that the weight of the negative evidence
outweighed the positive evidence that a portion of the deferred tax assets would be realized, and
accordingly, the valuation allowance was increased, and the net deferred tax asset was decreased by
$6.7 million.

Term license revenue of $1.4 million recorded during the fourth quarter of 2006 was below our
expectations resulting in a net loss for the year ended December 31, 2006 and reversing the trend of
two consecutive years of book and three consecutive years of taxable income. This lower term license
revenue was primarily the result of the delay in the execution of cerlain contracts which became known
to us during the last two weeks of the year. In addition, a new customer contract which the Company
anticipated obtaining and closing prior to December 31, 2006 was lost to a competitor in January 2007.
As a resull of the delay in closing of contracts and the lost opportunity, the Company recorded a net
loss in the fourth quarter of 2006 and the full year 2006, and, reduced its revenue and nel income
guidance for 2007. Accordingly, the Company fully reserved the deferred tax asset at December 31,
2006. Due to the continued losses during 2007, the Company maintained this 100% reserve at
December 31, 2007.
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Net Loss

We recorded a net loss of $6.0 million for the year ended December 31, 2007 compared to net loss
of $17.8 million for the year ended December 31, 2006. The slight increase in total revenue and the
increase in the cost of revenue for subscription, maintenance, and transaction fees, term licenses, and
professional services all contributed to the decrease in gross margin of $4.0 million. We had a
$6.1 million loss from operations for the year ended December 31, 2007 compared to a $2.1 million
loss from operations for the year ended December 31, 2006. For the year ended December 31, 2007,
we recorded net interest income of $0.1 million resulting in a net loss of $6.0 million. For the year
ended December 31, 2006, we recorded net interest expense of $0.4 million, a loss on the change in
fair value of redeemable convertible preferred stock conversion options of $8.6 million, and a provision
for income taxes of $6.7 million resulting in a net loss of $17.8 million.

Accretion of Previously Outstanding Convertible Preferred Shares and Redeemable Preferred Shares

The accretion of our previously outstanding convertible and redeemable convertible preferred
shares for the year ended December 31, 2006 was $8.1 million. Under accounting rules, this accretion
of value to the preferred stock redunces the net loss available to common shareholders. All of the
outstanding convertible and redeemable convertible preferred stock was converted into common stock
on December 18, 2006 in connection with the initial public offering of the Company’s common stock.

{Loss) Income Available to Common Shareholders

For the reasons described above, the loss available to common shareholders was $6.0 million for
the year ended December 31, 2007 compared to loss available to common shareholders of $25.9 million
for the year ended December 31, 2006. This resulted from a net loss of $6.0 million for the year ended
December 31, 2007 compared to net loss of $17.8 million for the year ended December 31, 2006 and
from the $8.1 million in the accretion to the preferred shares which increased the net loss available to
common shareholders for the year ended December 31, 2006.

Comparison of Years Ended December 31, 2006 and 2005
Revenue

Consolidated revenue increased 14.5% to $44.2 million for the year ended December 31, 2006
from $38.6 million for the vear ended December 31, 2005. This increase resulted primarily from an
increase in subscription, maintenance and transaction revenue and professional services revenue.
Subscription, maintenance and transaction revenue increased $4.9 million to $22.1 million for the year
ended December 31, 2006 from $17.2 million for the year ended December 31, 2005. Professional
services revenue increased $1.6 million to $13.3 million for the year ended December 31, 2006 from
$11.7 million for the year ended December 31, 2005.

Revenue by source is as follows:

Twelve Months Ended

December 31, Change
2006 2005 $ %
Subscription, maintenance, and transaction fees . . ... $22,090 S0% $17,187 45% %4903 29%
Term [ICENSES -« « v v e oo e e oo 8778 20 9729 25  (951) (10)
Professional services . . ... ... ... . i 13,341 ﬂ 11,680 ﬂ 1,661 L4
Total TEVENUE . . . ottt e ie e e $44.209 100% $38,596 100% $5,613 LS%

For the year ended December 31, 2006 we entered into a total of 20 contracts compared to 18 for
the year ended December 31, 2005. In 2006, 2 contracts were with new customers who licensed our
Advanced Medical Management module and at least one other module. The remaining 18 contracts
were with existing customers that had already implemented our Advanced Medical Management
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module and were adding an additional module. In 2005, we entered into a total of 18 contracts, of
which 4 were with new customers who licensed our Advanced Medical Management module, Three of
these customers also licensed at least one additional module. During 2006, Horizon licensed our
Clinical Care Pathways solution and expanded its utilization of our Advanced Medical Management
module to an increased membership base. For the year ended December 31, 2006, Horizon represented
approximately 20% of our total revenue.

The subscription, maintenance and transaction revenue increase reflects the revenue from contracts
signed in late 2005 for our Clinical Care Pathways and Data Gathering and Analytics modules
(approximately $3.8 million of which was associated with our agreement with HCSC), hosting contracts
signed in early 2005 for which the customers did not complete implementation until the fourth quarter
of 2005 and increased maintenance and support revenue associated with contracts executed in late 2005
and early 2006. The increase in professional services revenue reflects several implementation projects
associated with HCSC in conrnection with their contract executed in the fourth quarter of 2005.

Cost of Revenue

Cost of revenue decrcased 1% to $15.2 million for the year ended December 31, 2006 from
$15.3 million for the year ended December 31, 2005.

Cost of revenue for each revenue source is as follows:

Twelve Months Ended

December 31, Change
2006 2005 $ _‘70_
Subscription, maintenance, and transaction fees . . . . .. $ 7641 35% 8 8163 47% $(522) (6)%
Term licenses . ... ... ... ... .. .. 1,722 20% 1,653  17% 69 4%
Professional services. .. ........ ... ... .. .. . .. ... 5,806 ﬁ% 5,499 ﬂ% 307 _Q%
Total cost of revenue ... .. .. ... ... . .euon.o.. $15,169 ﬁ% $15,315 40% $(146) ()%

This net decrease resulted from a decrease in the costs of subscription, maintenance and
transaction fees of $0.5 million, partially offset by an increase in the cost of term licenses of
$0.1 million and an increase in the cost of professional services of $0.3 million.

The decrease in the cost of subscription, maintenance and transaction fees of $0.5 million is
primarily due to a decrease in the amortization of capitalized software costs of $0.5 million, a decrease
in personnel and personnel related costs of $0.1 million resulting from the reallocation of personnel
from product maintenance to product development, a decrease of $0.1 million in outside consultant
costs and a decrease in $0.1 million in hardware and software support and maintenance costs. These
decreases were partially offset by increases in third-party secured facility costs and communications
costs associated with our hosting network of $0.3 million.

The increase in cost of term licenses of $0.1 million is principally duc to an increase in the
amortization of capitalized software costs of $0.5 million, partially offset by a reduction in the cost of
third-party license fees of $0.4 million

The increase in the cost of professional services of $0.3 million is due to increased personnel and
personnel related costs of $0.8 million to support our increased professional services work, partially
offset by a reduction in the use of outside consultants of $0.3 million.

Gross Margin

Gross margin increased 25% to $29.0 million for the year ended December 31, 2006 from
$23.3 million for the year ended December 31, 2005. As a percentage of revenue, gross margin
increased to 66% for the year ended December 31, 2006 from 60% for the year ended December 31,
2005.
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Gross margin for each revenue source is as follows:

Twelve Months Ended

December 31, Change
2006 2005 § %
Subscription, maintenance, and transaction fees . ... $14,449 65% $ 9,024 53% $5425 60%
Term licenses ... ... .. .. ... i, 7,056  80% 8,076 83% (10200 (13)%
Professional services . ...... ... 7,535 ﬁ% 6,181 g% 1,354 2%
Total gross margin .. .........c e, $29,040 66% $23,281 60% $ 5759 25%

Gross margin from subscription, maintenance and transaction fee revenue increased 61% to
$14.4 million for the year ended December 31, 2006 from $9.0 million for the year ended
December 31, 2005. As a percentage of subscription, maintenance and transaction fee revenue, gross
margin from subscription, maintenance and transaction fee revenue increased to 65% for the year
ended December 31, 2006 from 52% for the year ended December 31, 2005. This increase is a resull of
revenue from contracts signed in late 2005 for Clinical Care Pathways, hosting contracts signed in early
2005 for which customers did not complete implementation until the fourth guarter of 2005 and
increased maintenance and support revenue associated with contracts signed in the late part of 2005. In
addition, lower amortization of capitalized software related to products licensed on a subscription basis
and a reallecation of personnel from product mainienance to product development contributed to the
increased gross margin on subscription, maintenance and transaction fee revenue.

Gross margin from term license fee revenue decreased 12% to $7.1 million for the year ended
December 31, 2006 from $8.1 million for the year ended December 31, 2005, As a percentage of term
license fee revenue, gross margin from term license fee revenue decreased to 80% for the year ended
December 31, 2006 from 83% for the year ended December 31, 2005. This decrease is attributable to
an increase in capitalized software amortization for our Advanced Medical Management module and
third-party software costs associated with new term license contracts.

Gross margin from professional services revenue increased 21% to $7.5 million for the year ended
December 31, 2006 from $6.2 million for the year ended December 31, 2005. As a percentage of
professional services revenue, gross margin from professional services revenue increased to 57% for the
vear ended December 31, 2006 from 53% for the year ended December 31, 20035. This increase is a
result of continued operational efficiency in our professional services operations from new project
management methodologies which were implemented in late 2004.

Sales and Marketing

Twelve Months Ended

December 31, Change
2006 2005 $ ﬁ
Sales and marketing .................... $10,534 $7,778 $2,756  35%
As a percentage of revenue .. ........... 24% 20%

Sales and marketing expenses increased 35% to $10.5 million for the year ended December 31,
2006 from $7.8 million for the year ended December 31, 2005. This $2.7 million increase is due to
increased sales and product marketing personnel and personnel-related costs that increased sales and
marketing expense $1.4 million, increased commission expense of $1.1 million attributable to the
increased revenue and increased corporate marketing expenses of $0.4 million for public relations, user
conference and tradeshows.
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Research and Development

Twelve Months Ended

December 31, Change
2006 2005 $ i
Rescarch and development . ... ........... $8,045 $2,627 85418 206%
As a percentage of revenue ... ... ... .. ... 18% 7%

Research and development expenses increased 206% to $8.0 million for the year ended
December 31, 2006 from $2.6 million for the year ended December 31, 2005. The change of the
$5.4 million increase reflects increased personnel and personnel-related costs and increased
independent contractor costs of $4.4 million. For the year ended December 31, 2006, we capitalized
$1.4 million of software development costs related to specific projects which will add new product
features and functionality, a decrease of 42% from $2.4 million capitalized for the year ended
December 31, 2005. Total research and development expenditures increased 88% to $9.4 million
(including capitalized software development costs of $1.4 million} for the year ¢ended December 31,
2006 from $5.0 million (including capitalized software development costs of $2.4 million) for the year
ended December 31, 2005.

General and Administrative

Twelve Months Ended

December 31, Change
2007 2006 $ i
General and administrative . ... ... ........ $12,520 $9,707  $2.813 29%
As a percentage of revenue .. ........... 28% 25%

General and administrative expenses increased 29% to $12.5 million for the year ended
December 31, 2006 from $9.7 million for the year ended December 31, 2005 or $2.9 million. This
increase is due to an increase of $0.8 million in personnel and personnel related costs within the
corporate operations, increased depreciation expense of $0.9 million, an increase in legal and cons
ultant costs of $0.6 million associated with the development of our Collaborative Data Exchange
module, $0.3 million related to recruiting costs for new personnel and a $0.5 million increase in facility
costs resulting from the additional space leased in the year ended December 31, 2006 compared to the
year ended December 31, 2005. In addition, approximately $0.4 million of the increase is related to
stock compensation expense and the adoption of SFAS No. 123R, Share-Based Payment, as of
January 1, 2006.

Loss on Change in Fair Value of Previously Outstanding Redeemable Convertible Preferred Stock
Conversion Options

The fair value of our previously outstanding conversion options changed by $7.9 million to an
$8.6 million loss for the year ended December 31, 2006 from a $0.7 million loss for the year ended
December 31, 2005. The change resulted from the increase in the fair value of the conversion options
calculated using the Black-Scholes model.

Interest Expense, Net

Interest expense, net increased 709% to $0.5 million for the year ended December 31, 2006 from
$0.3 million for the year ended December 31, 2005. This $0.2 million increase is attributable to higher
overall average borrowings outstanding as well as higher average costs of borrowing for the year ended
December 31, 2006 compared to the year ended December 31, 2005.
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Provision for Income Taxes

We recorded an income tax provision of $6.7 million for the year ended December 31, 2006 as
compared 10 a benefit of $6.5 million for the year ended December 31, 2005, The change resulted from
management’s evaluation of our positive and negative evidence bearing upon the ability to realize our
deferred tax assets. Management’s assessment at December 31, 2006 was that the weight of the
negative evidence outweighed the positive evidence that a portion of the deferred tax assets would be
realized, and accordingly, the valuation allowance was increased, and the net deferred tax asset was
decreased by $6.7 million.

Term license revenue of $1.4 million recorded during the fourth quarter of 2006 was below our
expectations resulting in a net loss for the year ended December 31, 2006 and reversing the trend of
two consecutive years of book and three consecutive years of taxable income, This lower term license
revenue was primarily the result of the delay in the exccution of certain contracts which became known
to us during the last two wecks of the year. In addition, a new customer contract which the Company
anticipated obtaining and closing prior to December 31, 2006 was lost to a competiter in January 2007.
As a result of the delay in closing of contracts and the lost opportunity, the Company recorded a net
loss in the fourth quarter of 2006 and the full year 2006, and, reduced its revenuc and net income
guidance for 2007. Accordingly, the Company fully reserved the deferred tax asset at December 31,
2006.

Net (Loss) Income

We recorded a net loss of $17.8 million for the year ended December 31, 2006 compared to net
income of $8.7 million for the year ¢ended December 31, 2005. The increase in term license and
subscription, maintenance and transaction revenue and improving efficiency in professional services all
contributed to an increase in gross margin of $5.8 million. Increases in expenses for the year ended
December 31, 2006 of $11.0 million over the year ended December 31, 2005 offset the improved
margin. We had a $2.1 million loss from operations for the ycar ended December 31, 2006 compared to
$3.2 million in income from operations for the year ended December 31, 2005. An increase in interest
expense combined with an increase in the provision for income taxes further increased the loss from
operations, thereby resulting in a net loss of $17.8 million for the year ended December 31, 2606
compared to net income of $8.7 million the year ended December 31, 2005.

Accretion of Previously Outstanding Convertible Preferred Shares and Redeemable Preferred Shares

The accretion of our previously outstanding convertible and redeemable convertible preferred
shares for the year ended December 31, 2006 increased $4.1 million to $8.1 million from $4.0 million
for the year ended December 31, 2005, This increase is attributable to the increase in the fair value of
our common stock and the associated value of the embedded conversion feature of the preferred
shares. Under accounting rules, this aceretion of value to the preferred stock reduces the net income
available to common shareholders.

(Loss) Income Available to Common Shareholders

For the reasons described abave, the loss available to common sharecholders was $25.9 million for
the year ended December 31, 2006 compared to income available to common shareholders of
$4.7 million for the year ended December 31, 2005. This resulted from a net loss of $17.8 million for
the year ended December 31, 2006 compared to net income of $8.7 million for the year ended
December 31, 2005 and from the $4.0 million increase in the year ended December 31, 2006 compared
to year ended December 31, 2005 in the accretion to the preferred shares which reduced net income
available to common shareholders




Liguidity and Capital Resources

Since our inception and until our initial public offering which closed on December 18, 2006, we
financed our operations primarily through internally generated cash flows, borrowings from banks and
the issuance of preferred stock. On December 18, 2006, we raised approximately $26.4 million, net of
fees and expenses, through the closing of our initial public offering. As of December 31, 2007 and
December 31, 2006, we had cash of $9.9 million and $17.4 million, respectively, and receivables of
$10.0 million. As of December 31, 2007 and December 31, 2006, we had no borrowings under our bank
working capital facility. As of December 31, 2007 and December 31, 2006, we had $4.5 million and
$4.4 million, respectively, in total capital equipment financing, primarily capital leases, outstanding. As
of December 31, 2007, we had $0.8 million of software maintenance financing outstanding and
$0.3 million of insurance premium financing outstanding. As of December 31, 2006, we had $0.3 million
of insurance premium financing outstanding,

In connection with the closing of our initial public offering on December 18, 2006, all of our
outstanding shares of Series A preferred stock, Series B preferred stock and Series C preferred stock
converted into common stock under the terms of each of the respective preferred stock designations,
All dividends on the Series A preferred stock that were accrued but unpaid as of the date of the
offering were converted into common stock pursuant to an election of each holder of such shares as
provided under the terms of the Series A preferred stock designation. All dividends on the Series B
preferred stock and Series C preferred stock that were accrued but unpaid as of the date of the
offering (approximatcly $9.5 million) were paid in cash from the proceeds of the offering. Thus, as of
December 31, 2007 and 2006, we had no accumulated dividends on our preferred stock.

We have a working capital facility with Silicon Valley Bank (“SVB”) that is collateralized by all of
our assets. As of December 31, 2006, we were out of compliance with one of the financial covenants
under the revolving and equipment line of credit agreements with SVB requiring us to maintain a
minimum amount of net income for the quarter ended December 31, 2006, On March 26, 2007, we
executed an amendment and waiver to the underlying loan and security agreement to (i) waive the
existing default; (ii) increcase the amount to be borrowed under the equipment line of credit to
$1.75 million; (iii) extend the equipment line maturity date to the earlier of the date 30 months after
the calendar quarter subsequent to each equipment advance but no later than December 1, 2009; and
(iv) replace the financial covenants requiring us 1o maintain a minimum amount of liquidity and net
income that were set forth under the underlying loan and security agreement with financial covenants
requiring us to maintain a minimum ratio of liquidity and a minimum amount of tangible net worth.

As of June 30, 2007, we were not in compliance with the minimum tangible net worth covenant set
forth under the loan and security agreement, as amended, with SVB. On July 23, 2007, we received a
waiver of that default from SVB. On November 9, 2007, the Company and SVB entered into a Second
Amendment to Amended and Restated Loan and Security Agreement (the “Second Amendment”) in
which the parties agreed to extend the termination date of our loan and security agreement to
December 15, 2007 from September 29, 2007. In addition, under the terms of the Second Amendment,
SVB agreed that it would not test the adjusted quick ratio (as defined in the Second Agreement)
covenant for the month ended September 30, 2007 and the tangible net worth (as defined in the
Second Agrecment) covenant for the quarter ended September 30, 2007.

On December 12, 2007, we and our wholly owned subsidiary, MEDecision Investments, Inc.
(collectively, the “Company”), entered into a Second Amended and Restated Loan and Security
Agreement (the “Agreement”) with SVB pursuant to which the parties thereto have amended and
restated their prior loan and security agreement. Under the Agreement, SVB provides senior debt
financing to the Company by way of a working capital facility. Our borrowings under the working
capital facility can be no more than the lesser of (i) $8.0 million or (ii} eighty percent {80%) of eligible
accounts, as such term is defined in the Agreement, less the amount of all outstanding letters of credit
(including drawn but unreimbursed letters of credit) and less the outstanding principal balance of any
advances made to the Company under the Agreement. The working capital facility terminates on
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September 28, 2008. The Company’s obligations under the Agreement are secured by a lien on all of
the assets of the Company.

As of December 31, 2007, we had no borrowings outstanding under the working capital facility and
a remaining availability of approximately $2.7 million.

Operating Activities

Net cash provided by operating activities for the year ended December 31, 2007 was $0.3 million.
This primarily consisted of a net loss of $6.0 million, partially offset by non-cash depreciation and
amortization of $3.8 million and non-cash stock compensation of $1.7 million. Other changes in
working capital provided an additional $0.8 million in cash, primarily an increase of $1.4 million in
accounts payable offset by a decreases in other accrued expenses and accrued payroll and related costs
of $0.4 million and $0.2 million, respectively.

Net cash provided by operating activities for the year ended December 31, 2006 was $2.0 million
and primarily consisted of a net loss of $17.8 million, offset by non-cash depreciation and amortization
of $3.1 million, a non-cash reversal of deferred tax assets of $6.7 million, a non-cash loss on change in
fair value of redeemable convertible preferred stock conversion options of $8.6 million, non-cash stock
compensation of $0.6 million, a decrease in accounts receivable of $0.4 million and by other changes in
working capital of $0.4 million. Deferred revenue increased $0.7 million to $10.3 million at
December 31, 2006 from $9.6 million at December 31, 2005, Deferred revenue consists of (i) annuoal
maintenance and subscription fees for the software solutions that are paid in advance and recorded
over the service period, and (ii) advance billings for professional services projects that are recorded
using the proportional performance method based upon labor hours expended compared to estimated
labor hours to complete the project. The increase was attributable to an increase in advance payments
for professional services projects of $1.6 million partially offsct by the amortization of prepaid annual
maintenance and subscription fees of $0.9 million.

Net cash provided by operating activitics was $5.7 million for the year ended December 31, 2005.
Net cash provided from operating activities for the year ended December 31, 2005 primarily resulted
from net income of $8.7 million, plus non-cash depreciation and amortization of $2.1 million, non-cash
loss on change in fair value of redeemable convertible preferred stock conversion options of
$0.7 million, non-cash stock compensation of $0.3 million, and an increase in deferred revenue of
$3.7 million, which was partially offset by the recording of a $6.5 million non-cash deferred tax assets
and other changes in working capital used an additional $3.3 million in cash. The other changes was
primarily an increase in accounts receivable of $5.9 million, a decrease in prepaid and other assets of
$0.3 million, and an increase in accounts payable and other accrued expenses of $0.8 million, and
$1.3 million, respectively.

Investing Activities

Net cash used in investing activities for the year ended December 31, 2007 was approximately
$5.9 million and was primarily a result of a $4.8 million investment in product development designed to
expand the features and functionality of core proeducts, primarily Alineo, and to prepare for the next
phase of delivering richer Clinical Summaries. In addition, we invested $1.1 million in capital
expenditures.

Net cash used in investing activities for the year ended December 31, 2006 was approximately
$2.5 million. This related to development activities to enhance our product offering and the
capitalization of the cost associated with those projects of $1.4 million and the purchase of capital
expenditures of $1.1 millicn.

Net cash used in investing activities for the year ended Drecember 31, 2005 related to development
activities to enhance our product offering and the capitalization of the cost associated with those
projects of $2.0 million, the capitalization of contingent payments of $0.1 million related to the
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acquisition of clinical decision support software at the end of 2002, the capitalization of softwarc
developed by an independent firm of $0.3 million, and the purchase of capital expenditures of
$0.8 million.

Financing Activities

Net cash used in financing activities for the ycar ended December 31, 2007 was $1.9 million. This
primarily consisted of $2.0 million for repayments of capital leases outstanding, $0.3 million for
repayments of an insurance note outstanding, $0.2 million for the repurchase of common stock to
satisfy tax obligations, and $0.1 million for repayments against our equipment linc of credit offset by
30.7 million in proceeds from exercise of common stock options.

Net cash provided by financing activities was $15.5 million for the year ended December 31, 2006.
The cash provided by financing activities consisied of net proceeds of our initial public offering which
closed on December 18, 2006 of $26.4 million and proceeds from the excrcise of common stock option
and warrants of $0.1 million. These were offset by the payment of accrued and unpaid dividends to the
former holders of our Series B and Series C preferred stock of $9.5 million, repayments against our
capital leases outstanding of $1.4 million and repayments against our cquipment line of credit of
$0.1 million.

Net cash used in financing activities for the year ended December 31, 2005 was $0.5 million. This
primarily consisted of borrowings against our equipment line of credit of $0.3 million offset by
repayments against our capital leascs outstanding of $0.7 million and repayments against our equipment
line of credit of $0.1 million,

We believe that our cash balances, cash flows from operations and available borrowings under our
working capital facility, and capital leases will be sufficient to satisfy our working capital and capital
expenditure requirements for at least the next 12 months. We used approximately $9.5 million of the
$26.4 million net proceeds from our initial public offering which closed on December 18, 2006 to pay
the accrued and unpaid dividends to the former hotders of our Series B and Series C preferred stock
upon the automatic conversion of such shares into common stock vpon the consummation of the
offering. We intend to use the balance of the netl proceeds of the offering for general corporate
purposes, including working capital needs. We belicve opportunities may exist to expand our current
business through strategic acquisitions and investments in technology, and we may use a portion of the
proceeds for these purposes. Changes in our operating plans, lower than anticipated revenue, increased
expenses or other events, including those described in “Risk Factors” may cause us 1o seck additional
debt or equity financing on an accelerated basis. Financing may not be available on acceptable terms,
or at all, and our failure to raise capital when needed could negatively impact our growth plans, our
financial condition and results of operations. Additional equity financing would be dilutive to the
holders of common stock, and debt financing, if available, may involve significant cash payment
obligations and covenants or financial ratio requirements that restrict our ability (o operate our
business. We do not, however, have any current plans to issue additional equily, including preferred
stock, in the near future.
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Contractual Obligations and Commitments

The following table summarizes our contractual arrangements as of December 31, 2007:

Payments Due By Period

Thereafter
2008 2009 2010 2011 2012 throngh 2016
{in thousands)
Capital leases(a) .. ............. ... ... $1,899 $1.150 % 657 $ 509 §$ 326 § —
Operating leases . ... ................. 1,967 1,988 1,977 1,999 2,066 8,192
Maintenance note payable(b) .. .......... 256 153 167 152 — —
Insurance premium financing(c) .......... 331 — — _— — —
Third party software agrecments(d) ....... 873 538 555 — — —
Employment agreements(e) ............. 315 — — — — —
Other obligations(fy . . ................. 544 — — — — —
Total. . ... $6,185 $3,829 $3,356 82,6060 $2,392 $8,192

(a) Excludes interest which is calculated at rates ranging from 6.4% to 18.9%.

(b) Relates to maintenance arrangements financed in 2007. Excludes interest which is calculated at
rates ranging from 0.5% to 9.0%.

(c) Relates to an insurance policy financed in 2007. Exciudes interest which is calculated at 5.9%.
(d) Relales to minimum software license fees in 2008, 2009, and 2010,

(¢) Represents minimum salarics under an existing executive employment agreement. This agreement
and other employment agreements provide for additional payments upon employee separation of
approximately $619.

(f) Relates to third-party hosting facilities.

The amounts listed above for capital leases represent payments that we are required to make for
equipment. If we fail to remain current with our obligations for any of these capital leases, we would
be in defauli, and our continued failure to cure such default would cause our remaining obligations
under the defaulted capital lease to become immediately due.

The amounts listed above for operating leases primarily represent base monthly rent on leases for
office space and copier and fax equipment, and do not include required variable facility operating
expense reimbursements Lo the landlord. If we fail to make payments on our office space, we will be
rcquired to pay all remaining lease payments immediately.

We and our wholly owned subsidiary, MEDecision Investments, Inc. {(collectively, the “Company’)
are parties lo a Second Amended and Restated Loan and Security Agreement (the “Agreement™) with
Silicon Valley Bank (“SVB”) dated December 12, 2007, pursuant to which the Company and SVB have
amended and restated their prior loan and security agreement. Under the Agreement, SVB provides
senior debt financing to the Company by way of a working capital facility. The Company’s borrowings
under the working capital facility can be no more than the lesser of (i} $8.0 million or (ii) eighty
percent (80%) of eligible accounts, as such term is defined in the Agreement, less the amount of all
outstanding letters of credit (including drawn but unreimbursed letters of credit) and less the
outstanding principal balance of any advances made to the Company under the Agreement. The
working capilal facility terminates on September 28, 2008. The Company’s obligations under the
Agreement are secured by a lien on all of the assets of the Company.

The principal amount of loans outstanding under the Agreement accrue interest at a per annum
rate equal 1o three-quariers of one percentage point (0.75%) above the prime rate. In the event that
the Company achieves two consecutive fiscal quarters of net income of at least one dollar, the
Company’s borrowings under the Agreement will thereafier accrue interest at a per annum rate equal
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to one-half of one percentage point (0.50%) above the prime rate. Notwithstanding the foregoing, if at
any time the Company reports net income below one dollar as of the end of any fiscal quarter, the
principal amount of loans outstanding under the Agreement will thereafler accrue interest at a per
annum rate equal (o three-quarlers of onc percentage point {(1.75%) above the prime rate. In addition,
if at any time on and after December 31, 2007, the Company are unable 1o maintain a ratio of
unrestricted cash and cash cquivalents to current liabilities minus fifty percent (50%) of dcferred
revenue respecting license, maintenance and services (“Ratio of Liquidity™) that is greater than 1,35,
the Company’s borrowings under the Agreement will thereafter accrue intcrest at a per annum rate
cqual to one and one-half of onc percentage point (1.50%) above the prime rate.

Among other covenants with which the Company is required 10 comply under the Agreement, the
Company is required to maintain a Ratio of Liquidity of at least 1.15 measured as of the end of each
calendar month until the working capital facility terminates. In addition, the Company is required to
achieve a2 minimum tangible net worth of $6.5 million for the quarter ended December 31, 2007,
$4.5 million for the quarter ended March 31, 2008 and $3.0 million for the quarter ended June 30,
2008.

We are parly to a contract to purchase third-party licenses from a software vendor. The agreement
expired on December 31, 2005; however, the agreement automatically renews on an annual basis,
unless terminated by either party. Expense of $0.5 million was incurred under this agreement in each of
the years ended December 31, 2007, 2006, and 2005 and is included in cost of subscription,
maintenance and transaction fees revenue in the accompanying financial statements. On February 14,
2008, we entered inlo an amendment for an additional term of three years. Scheduled future payments
under this amendment are $0.5 million in 2008, $0.5 million in 2009, and $0.6 million in 2010.

In addition, we are party {o another contract to purchase a third-party license from a software
vendor. The agreement expires on December 31, 2012. There has been no expense incurred under this
agreement prior 1o January 1, 2008. Going forward, these costs will be included in cost of subscription,
maintenance and transaction fees revenue in our financial statements, Scheduled future minimum
payments as of December 31, 2007 under this contract are $0.4 million in 2008,

Item 7A. Quantitative and Qualitative Disclosures About Market Risk.

Market risk represents the risk of loss that may impact our financial position due to adverse
changes in financial market prices and rates. Qur market risk exposure is primarily a result of
fluctuations in interest raics. We do not hold financial instruments for trading purposes.

Interest Rate Risk

The primary objective of our investment activities is (o preserve principal while maximizing income
without significantly increasing risk. Some of the securities in which we may invest may be subject to
market risk. This means that a change in prevailing interest rates may cause the principal amount of
the investment to fluctuate. To minimize this risk in the future, we intend to maintain our portfolic of
cash equivalents and short-term investments in a variety of securitics, including commercial paper,
government and non-government debt securities, certificates of deposit and money market funds.
Money market funds are not subject to market risk because the interest paid on these funds fluctuates
with the prevailing interest rate. However, a decline in interest rates would result in reduced future
investment income 10 us.

Our interest expense, generally, is not sensitive to changes in prevailing interest rates since the
majority of our borrowings that are outstanding and our capital leases are at a fixed interest rate.
Borrowings under our working capital facility are subject to adjusiments in prevailing interest rates.
Future increases in prevailing interest rates will increase future interest expense payable by us.
However, we do not believe a 10% increase in prevailing interest rates will have a material effect on
our inierest expense.
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Item 8. Financial Statements and Supplementary Data.

INDEX TO
CONSOLIDATED FINANCIAL STATEMENTS

As required under ltem 8. Financial Statements and Supplementary Data, the consolidated
financial statements of the Company are provided under this Item 8. The consolidated financial
statements included under this Item 8 are as follows:

Report of Independent Registered Public Accounting Firm .. .. ... . .. ... ... .. . ...,
Consolidated Balance Sheets as of December 31, 2007 and 2006 . ........ .. .. .. ... ...
Consolidated Statements of Operations for the years ended December 31, 2007, 2006 and 2005 . .

Consolidated Statements of Convertible Preferred Stock, Redeemable Convertible Preferred
Stack and Stockholders” Equity (Deficiency) for the years ended December 31, 2007, 2006 and
2005 L e e e e

Consolidated Statements of Cash Flows for the years ended December 31, 2007, 2006 and 2005 .

Notes 1o Consolidated Financial Statements . ... ...ttt i it ettt enens
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Report of Independent Registered Public Accounting Firm

The Board of Directors
MEDecision, Inc.:

We have audited the accompanying consolidated balance sheets of MEDecision, Inc. and
Subsidiaries as of December 31, 2007 and 2006, and the related consolidated statements of operations,
convertible preferred stock, redeemable convertible preferred stock and stockholders’ equity
(deficiency) and cash flows for each of the three years in the period ended December 31, 2007. These
consolidated financial statements are the responsibility of the Company’s management. Our
responsibility is to express an opinion on these consolidated financial statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting
Oversight Board (United States). Those standards require that we plan and perform the audit to obtain
reasonable assurance aboutl whether the financial statements are free of malerial misstatement. An
audit includes consideration of internal control over financial reporting as a basis for designing audit
procedures that are appropriate in the circumstances, but not for the purpose of expressing an opinion
on the effectiveness of the Company’s internal control over financial reporting. Accordingly, we express
no such opinion. An audit also includes examining, on a test basis, evidence supporting the amounts
and disclosures in the financial statements, assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financial statement presentation. We
believe that our andits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects,
the consolidated financial position of MEDecision, Inc. and Subsidiaries as of December 31, 2007 and
2000, and the consolidated results of their operations and their cash flows for each of the three years in
the period ended December 31, 2007, in conformity with accounting principles generally accepted in
the United States of America.

As discussed in footnote 2 to the consolidated financial statements, the Company adopted
Financial Accounting Standards Board Interpretation No. 48, Accounting for Uncertainty in Tax
Positions, on January 1, 2007 and Financial Accounting Standards Board Statement No. 123(R), Share
Based Payments on January 1, 2006.

fs/ Grant Thornton LLP
Philadelphia, Pennsylvania

March 25, 2008
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MEDECISION, INC.
CONSOLIDATED BALANCE SHEETS

(in thousands, except share and per share data)

December 31,

2007 2006
Assets
Current asscts
Cashandcash equivalents . . . . .. ... . o $ 9857 % 17408
Accounls receivable, net of allowance for doubtful accounts of $72 and $52, respectively . 9.99] 9975
Prepaid expenses . . .. ... e 1,572 1,085
Other current as8CES . . . . .. oL e e e e 225 116
Total CUTTENL ASSELS . . . v v v it it it it e e e e e e e e 21,645 28,584
Property and equipment
Computer equipment and software . .. ... .. ... e 10,328 7,384
Leasehold improvements . . . . ... ... ... it e 3,389 3,324
Office equipment and furniture . .. ... ... ... ... e 1,918 1,887
15,635 12,595
Less: accumulated depreciation and amortization . . . . ... ... ... . ... . . ..., (6,522) (4.116)
Net property and equipment . . . . ... .. L e e e 9,113 8,479
Capitalized software, net of accumulated amortization of $8,054 and $6,909, respectively . . . 7,475 3,857
Other NON-CUITENT ASSELS . . . .« o ittt e ittt s st r et it a e e s 995 460
e = - $ 39,228 § 417380
Liabilities and Stockholders’ Equity
Current liabilities
Current portion of capital lease obligations .. ............. ... ... ... ... .. $ 1,899 § 1,773
Notes payable and current portion of long-term note payable . . ... ............ ... 587 388
Accounts payable . . . ... ... e 3,934 2,554
Accrued payroll and related costs . . ... .. L. L. 867 1,11t
Other accrued CXPENSES . . . . o o it it e e e 1,338 1,799
Delerred license and mainlenance TEVENUE . . . . . . v v v v vt vttt i e et a e s 8,554 7,482
Deferred professional services Tevenue . .. ... .. ... i e e 1,495 2,180
Total current liabilities . . . . . . . ... . L. e 18,674 17,287
Long-term liabilitics
Capital lease obligalions . . . ... . .. .. .. e e 2,642 2,557
Note payable . .. .. ... e 472 —
Deferred rent . . .. . . e e et 2,428 2,380
Deferred license and maintenance revenue . .. .. ... ... . e e e 23 691
Total long-term labilities . . .. ... .. .. e 5,865 5,628

Commitments and contingencies

Stockholders™ equity
Common stock, no par value, authorized 100,000,000 shares; issued and outstanding
16,263,831 and 14,886,073 at December 31, 2007 and December 31, 2006, respectively . 106,309 104,099

Accumulated deficit . . .. . . L e e e (91,620}  (85,634)
Total stockholders” equity . . . .. ... o L s 14,689 18,465
Total liabilities and stockholders” equity . ........ ... ... ... .. .. ... $ 39,228 § 41,380

The accompanying notes are an integral pant of these consolidated financial statements.
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MEDECISION, INC.
CONSOLIDATED STATEMENTS OF OPERATIONS

(in thousands, except share and per share data)

Year Ended Bdecember 31,

2007 2006 2005
Revenue
Subscription, maintenance and transaction fees . .. ... .. .. $ 25198 § 22090 § 17,187
Term lcenses ... oot e e e e 0,423 8,778 9,729
Professional Services ... ... ..ttt e e 13,134 13,341 11,680
Total revenue . ... ...t e 44 755 44,209 38,596
Cosl of revenue
Subscription, maintenance and transaction fees. ... ... ... 9,790 7,641 8,163
Term HCenSCS .o vttt e e e et e e e e 3,065 1,722 1,653
Professional services ... ... it e 6,871 5,806 5,499
Total costof revenue . ... ... it iinan. 19,726 15,169 15,315
Gross Margin . . . .. ... .. e 25,029 29,040 23,281
Operating expenses
Sales and marketing ........... .. .. ... . . . 8,801 10,534 7,778
Rescarch and development .. ...................... 6,003 8,045 2,627
General and administrative . ... ... . ... . . 16,295 12,520 9,707
Total operating eXpenses .. ... vvvvvi i 31,099 31,099 20,112
(Loss) income from operations .. ..................... (6,070) (2,059) 3,169
Loss on change in fair value of redeemable convertible
preferred stock conversion option .. ... ... .. ... ... — (8.615) (694)
Interest income {(expense), net ......... ... ... 84 (466) (274)
(Loss) income before income taxes .. ... ... ... (5,986) (11,140) 2,201
(Provision) benefit for income taxes. .. ... .. .. ... ... —_ (6,677) 6,491
Net (loss) income . . ... .ot it aannn $ (5986) $ (17,817) §% 8,692
Accretion of convertible preferred shares and redeemable
convertible preferred shares. .. ......... ... ... .. ... — (8,068) (3,994)
(Loss) income available 1o common sharcholders . . ... .. ... $§  (5980) § (25,885) § 4,698
(Loss) income per share available to common shareholders,
basic . ... $ 039) 5 (562) § 1.45
(Loss) income per share available to common shareholders,
diluted . ... ... .. . e $ (039) § (5.62) $ 0.66

Weighted average shares used to compute (loss) income

available 10 common sharcholders per common share,

basic .. ... 15,514,388 4,605,318 3,229,064
Weightled average shares used to compute (foss) income

available to common shareholders per common share,

diluted ... ... e 15,514,388 4,605,318 14,143,586

The accompanying notes are an integral part of these consolidated financial statements
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MEDECISION, INC.

CONSOLIDATED STATEMENTS OF CONVERTIBLE PREFERRED STOCK, REDEEMABLE
CONVYERTIBLE PREFERRED STOCK AND STOCKHOLDERS’ EQUITY (DEFICIENCY)

(in thousands)

Stockholders’ Equity (Deficiency)

Additional
Serics A Series B Series C Paid-in-
redctmqblc redccmgble redcemable  Series A Cpita! -
comertiblc comurtible convertble conirile Common st Beveival | L
stock stock stock stock Shares Amount Feature Deficit Total

Balance at December 31,2004, .  $5983 $26833 $18021 $3 — 3219% 13365 8 — $(64,447) $(51,082)
Netincome .............. — — — — — — — 8,092 8,692
Accretion of convertible

preferred stock and

rcdeemable convertible

preferred stock dividends . . . 3 1,712 549 79 — — 1418 (3994) (2297)
Reclassification . . .. ........ (6,019) — — 6019 — — — — 6.019
Issuance of stock options . . . .. — — — — — 256 256
Exercise of stock options . . . .. — — — — 55 10 — — 10
Balance at December 31, 2005 . . — 28,545 18,570 6,208 3,274 13,631 1,418  (59,749) (38.402)
Netloss ................ — — — — — — — (17817 (17.817)
Accretion of convertible

preferred stock and

redeemable convertible

preferred stock dividends . . . . — 1.464 476 305 — — 5,822 (8.068) (1,941)
Conversion to common stock. . . —  (22,396) (17,154) (6,603) 8,120 63,298 (7,240) — 49455
Initial public offering of

commonstock . . ......... — — — — 3,300 30,690 — — 30,690
Offering issuance costs . . ... .. — — — — —  (4.282) - — (4282
Payment of preferred stock

dividends . ............. — (7,613) (1,892) — — — — — —
Issuance of stock options .. ... — — — — — 621 — — 621
Exercise of warrants . ....... _ —_ — — 162 67 -—_ — 67
Exercise of stock options . . . . . — — — — 30 74 — — 74
Balance at December 31, 2006. . — — — — 14,886 104,099 —  (85.634) 18,465
Netloss ................ — — — — — — — (5,986) (5,986)
Issuance of stock options . .. . . —_ — — — — 1,664 — — 1,664
Exercise of warrants .. ...... — — — — 148 — _ — —
Excrcise of stock options . . . .. — — — — 1,230 546 —_ — 546

Balance at December 31, 2007 . .

16,264 $106,309 §

$(51.620) § 14,689

The accompanying notes are an integral part of these consolidated financial statements
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MEDECISION, INC,
CONSOLIDATED STATEMENTS OF CASH FLOWS

(in thousands)

Year Ended December 31,

2007 2006 2005
Cash flows from operating activities
Net (1088} INCOIME L . o o oo et e et et e e e e $(5,986) ${17.817) % 8,692
Adjustment to reconcile net (loss) income to net cash provided by operating activities:
Depreciation and amorlization . ... ... ...t e 2,668 2,295 1,324
Amortization of capitalized software ... ........ ... ... ... . L 1,146 818 793
Stock compensation EXPenSe . . . .o v v v ittt e e e e 1,664 621 256
Loss on change in fair value of redeemable convertible preferred stock
CONVEISHION OPLIOM . « « o ot ittt it e e et it et e e e et et ee e e et — 8,615 694
Amortization of deferred financing costs. . .. . ... ... L o il i 91 37 20
Provision for {recovery of) doubtful accounts . . . ... ...... ... .. ... ... ... 20 (3) (43)
Loss ondisposal of asset . . ... ... ... ... .. s 17 17 —
Deferred income tax provision (benefit) .. . ... ... Lo Lo i —_ 6,677  (6491)
(Increase) decrease in assets:
Accountsreceivable ... ... L L e e (36) 391 {5,919)
Prepaid expenses and otherassets . . . ... ... ... L L o (51) (264) 329
Increase (decrease) in liabilities:
Accounts payable . . ... L e e e e 1,380 548 769
Accrued payroll and related costs ... .. L. L e e (244) (692) 1,269
Other accrued expenses . . . . .. . ... . .. i e e (422) (10) 252
Deferred revenue . . . ..o e e 19 736 3,732
Net cash provided by operating activities . . . ... ... ... . .. .. ... ... . ... .. 266 1,969 5,677
Cash flows from investing activities
Capitalized software . . ... . ... . e e {4,763) (1,402) (2,403}
Purchase of property and equipment . . . .. . .. ... L e e {1,169} (1,136) (764}
Net cash used in investing activities . ... ... ... ... ... .., 0., (5,932} (2,538) (3,167)
Cash flows from financing activities
Proceeds from exercise of common stock options .. . ... ... ... ... L., 707 74 10
Repurchase of common stock to satisfy tax obligations . . . ... ... .. .. ... ... {173) — —
Proceeds from exercise of warrants . . . . ... oL L. e — 67 —
Proceeds from sale of common stock in initial public offering . . ... ..... ... .. .. — 30,690 —
Offering ISSUANCE COSES . . . o . o ottt e e e et e e e — {4.282) —
Payment of preferred stock dividends . .. .. ... .. ... L e — (9,505) —
Repayment of capital lease obligations . ... ... ... ... ... . oo .. (1,966} (1,414} {679)
Repayment of insurance note payable . . .. ... .. .. oL o oo o (344) —_ —
Borrowings on equipment note payable, bank . . . . ... ... o L oo oL, — — 250
Repayment on equipment note payable, bank . . ... ... ... . ... ... (75) (100) (75}
Repayment on maintenance note payable . . .. .. ... .. .. ... o o o, {34) — —
Net cash (used in) provided by financing activities . . .. . ... ... ... ... v... (1,885) 15,530 (4%4)
Net (decrease) increase in cash and cash equivalents. . . ... ................... (7.551) 14,961 2,016
Cash and cash equivalents, beginning of year . . . ... . ... ... . L L o . 17,408 2,447 431
Cash and cash equivalents, end of year. . ... . ... ... ... ... . ... $ 9857 $17408 $ 2447
Supplemental disclosures of cash flow information:
Cash paid during the year forinterest . .. .. .. ... . i $ 473 % 533 0§ 253
Supplemental disclosures of noncash investing and financing activities:
Property and equipment acquired under capital leases . ... .................. $ 2150 § 2,142 $254%
Financed maintenance agreCIments . . .« . v v vt it it it e e e et e e 761 — —
Warrants exercised through share settlement. . .. ......... ... ...y 532 — —
Financed insurance policy . . . . ... . .. e e 362 313 —
Tenant improvement allowances received under operating lease . . . ... ... ... ... — 901 Kl
The accompanying notes are an integral part of these consolidated financial statements
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MEDECISION, INC.
Notes to Consolidated Financial Statements

(in thousands, except share and per share data)

(1) Business

MEDecision, Inc. (“MEDecision”) and its wholly-owned subsidiaries, Optimed Medical
Systems, LLC (“Optimed”), Collaborative Care Consortium (*C3”), and MEDecision Investments, Inc.
(“MEDInvestments™) collectively, the Company, provide technology-based clinical decision support and
transaction management solutions to managed care payers in the health care industry located in the
United States. MEDecision began operations in 1988, Optimed began operations in 2003, C3 began
operations in 2005, and MEDInvestments began operations in 2006. MEDecision, Optimed, and C3 are
all incorporated in the Commonwealth of Pennsylvania. MEDInvestments is incorporated in the State
of Delaware.

The Company operates in one reportable segment. All of the Company assels arc located in the
United States.

(2) Summary of Significant Accounting Policies and Practices
{a) Basis of Presentation

The consolidated financial statements include the accounts of the Company and its wholly-owned
subsidiaries. All significant inlercompany transactions and balances have been eliminated in
consolidation.

On December 18, 2006, the Company completed an initial public offering in which certain selling
shareholders sold an aggregate of 4,700,000 shares the Company’s stock at a price of $10 per share.
The net proceeds to the Company were $26.4 miltion, net of underwriting commissions and offering
expenses. The Company used approximately $9.5 million of the net proceeds to pay the accrued and
unpaid cash dividends to the former holders of Series B and C Preferred stock and approximately $600
of the net proceeds to repay a balance outstanding on the working capital credit facility.

On October 18, 2006, the Company’s Board of Directors approved a 1-for-2 reverse stock split
with an effective date of December 13, 2006. All share and per share amounts in the accompanying
consolidated financial statements have been retroactively adjusted for all periods presented to give
effect Lo the reverse stock split.

(b) Reclassification

Certain prior year balances have been reclassified to conform to the current year presentation.
Such reclassifications did not affect total revenues, operating income or net income.

(c) Use of Estimates

The consolidated financial statements are prepared in accordance with accounting principles
generally accepted in the United States of America, which require management to make assumptions
and estimates that affect the reported amounts of assets and liabilities in the financial statements,
disclosure of contingent assets and liabilities at the date of the consolidated financial statements and
reported amounts of revenue and expenses during the reporting periods. Management believes that the
estimates used are reasonable, although actuat amounts could differ from those estimates and the
differences could have a material impact on the consolidated financial statements.

{d) Revenue Recognition

The Company derives its revenue primarily from three sources: (i) recurring revenue consisting of
product support and annual recurring subscription fees for its service burcau and hosted offerings,
including transaction revenue associaled with member eligibility verification, clinical adjudication of
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MEDECISION, INC.
Notes to Consolidated Financial Statements {(Continued)

(in thousands, except share and per share data)

treatment requests and access of on-demand member heatth information and technical and clinical
maintenance and support fees; (ii) initial term and renewal license fees for its core software products;
and (iii) fees for discrete professional services. The Company’s standard license agreement typically
provides a time-based license, five years in duration, to use its solutions. The Company may license its
software in multiple element arrangements if the customer purchases any combination of mainienance,
consulting, training, subscriptions or hosting services in conjunction with the software product license,

The Company recognizes revenue pursuant to the requirements of AICPA Statement of Position
(“SOP") 97-2, Software Revenue Recognition; as amended by SOP 98-9, Software Revenue Recognition,
With Respect to Centain Transactions; SOP 81-1, Accounting for Performance of Construction-type and
Certain Production-type Contracts; the Securities and Exchange Commission’s (“SEC”) Staff Accounting
Bulletin (“SAB”) No. 104, Revenue Recognition; Emerging Issucs Task Force (“EITF”) Issuc No. 00-21,
Revenue Arrangements with Multiple Deliverables; EITF Issue No. 00-03, Application of AICPA Statement
of Fosition 97-2, 10 Arrangements That Include the Right to Use Software Stored on Another Entity’s
Hardware; EITF Issue No. 03-05, Applicability of AICPA Statement of Position 97-2, Software Revenue
Recognition, to Non-Software Deliverables in an Arrangement Comtaining More-Than Incidental Software;
and other authoritative accounting guidance.

The Company enters into transactions that represent multiple-element arrangements, which may
include a combination of professional services, hosting, PCS and software. In instances where certain
arrangements include both software and non-software related elements, the Company applies the
principles of SOP 97-2 to software clements. 1f the elements of the arrangement fall outside the scope
of SOP 97-2, then the Company applies the principles of EITF 00-21. In accordance with EITF 00-21,
multiple-element arrangements arc assessed to determine whether they can be separated into more
than one unit of accounting. A multiple-element arrangement is separated into more than one unit of
accounting if all of the following criteria are met:

* the delivered item(s) has value to the client on a stand-alone basis;
* there is objective and reliable evidence of the fair value of the undelivered item(s); and

+ if the arrangement includes a general right of return relative to the delivered item(s), delivery or
performance of the undelivered item(s) is considered probable and substantially in the control of
the company.

If these criteria are not met, then revenue is deferred until such criteria are met or until the
period(s) over which the last undelivered clement is delivered. If there is objective and reliable
evidence of fair value for all units of accounting in an arrangement, the arrangement consideration is
allocated to the separate units of accounting based an each unit’s relative fair value. There may be
cases, however, in which there is objective and reliable evidence of fair value of the undelivered item(s)
but no such evidence for the delivered item(s). In those cases, the residual method is used to allocate
the arrangement consideration. Under the residual method, the amount of consideration allocated 1o
the delivered item(s) equals the arrangement consideration less the aggregate fair value of the
undelivered item(s). The Company applies the revenue recognition policies discussed below to each
separate unit of accounting.

The Company recognizes revenue using the residual method when vendor-specific objective
evidence (“VSOE”) of fair value exists for all of the undelivered elements in the arrangement, but does
not exist for one or more delivered elements and all revenue recognition criteria in SOP 97-2 other
than the requirement for VSOE of fair value of cach delivered element of the arrangement are
satisfied. The Company allocates revenue to each undelivered element based on its respective fair value
determined by either (a} the price charged when that element is sold separately, (b) the price
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established by management if that element is not yet sold separately and it is probable that the price
will not change before the element is sold separately or (c) substantive renewal rates. The Company
defers revenue for the undelivered elements and recognizes the residual amount of the arrangement
fee, if any, when the basic criteria in SOP 97-2 have been met.

Provided that the cuslomer’s contract does not require significant production, modification or
customization of the software under SOP 97-2, the Company recognizes revenue when the following
four criteria have been met:

* persuasive evidence of an arrangement exists;

* delivery of its basic software code has occurred;
* the license fee is fixed or determinable; and

* collection of the license fee is probable.

For arrangements where the Company provides software hosting services, it records revenue in
accordance with SOP 97-2 unless:

* the customer cannot take possession of the software at any time during the hosting period
without significant penalty;

* the customer cannot contract with another hosting provider without significant effort or
expenditure; or

* the software’s functionality is compromised by the termination of hosting services.

Under these circumstances, the Company records revenue ratably over the longer of the contract
period or the maintenance period.

For those arrangements that meet the criteria for SOP 97-2 accounting, the Company has fair
value for all undelivered elements and uses the residual method to determine the fair value of the
license fee that is recorded upon achievement of the four revenue recognition criteria mentioned above
and is included in term license revenue in the consolidated statement of operations. VSOE is
established for hosting services under such arrangements based on the price charged when hosting
services are sold separately as a renewal. Hosting revenue is included with subscription, maintenance
and transaction fee revenue in the consolidated statement of operations.

If at the outset of an arrangement the Company determines that the arrangement fee is not fixed
or determinable, then revenue is deferred until the arrangement fee becomes due and payable by
customer, assuming all other revenue recognition criteria have been met. If at the outset of an
arrangement the Company determines that collectability is not probable, then revenue is deferred uniil
paymenl is received. The Company’s license agreements typically do not provide for a right of return
other than during the standard warranty period of 90 days. Historically, the Company has not incurred
warranty expense or experienced returns of its products. If an arrangementi allows for customer
acceptance of the software or services, then the Company defers revenue recognition until the carlier
of customer acceptance or when the acceptance rights lapse.

The Company also offers subscriptions 1o access software which is hosted at its ASP facility. These
fees are categorized as subscriptions by the Company. The fees related to these subscription
arrangements are recognized as revenue ratably over the subscription term, which is typically
12 months. Revenue for multiyear time-based licenses and the provision of maintenance, whether
separately priced or not, is recognized ratably over the license term and included in subscription,
maintenance and transaction fee revenue unless a substantive maintenance renewal rate exists, in which
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case the residual amount is recognized as software revenue and included in term license fee revenue
when the basic criteria in SOP 97-2 have been met.

The Company’s initial maintenance term is generally in the range of one to five years, rencwable
by the customer on an annual basis thereafter. The Company’s customers typically prepay maintenance
for periods of one to 12 months. Maintenance revenue is deferred and recognized ratably over the term
of the maintenance contract and is included in subscription, maintenance and transaction fee revenue.
If a customer with a mainienance agreement is specifically identified as a bad debtor, then the
Company would cease recognizing maintenance revenue except to the extent that maintenance fecs
have alrcady been collected.

While the statements of work with customers may specify multiple elements, the Company believes
that the services elements included in its contractual arrangements with customers are not essential to
the functionality of its software, which can operate in a standalone fashion upon installation. These
services elements do not include significant modification or customization of its software, but may
include configuring, designing and implementing simple interfaces with other customer software,
installation and configuration of third-party software, and training in the use of Company and third-
party software. The timing of payments for software is independent of the payment terms for the
services elements in its contractual arrangemenlts with customers. In muliiple element arrangements
involving software and consulting, training or other services that are not essential to the functionality of
the software, the services revenue is accounted for separately from the software revenue,

Consulting, training and other services are typically sold under fixed-price arrangements and are
recognized using the proportional performance method based on direct labor costs incurred to dale as
a percentage of total estimated project costs required to complete the project. Consuiting services
primarily comprise implementation support related to the installation and configuration of the
Company’s products and do not typically require significant production, modification or customization
of the software. In arrangements that require significant production, modification or customization of
the softwarc and where services are not available from third-party suppliers, the consulling and license
fees are recognized concurrently. When total cost estimates exceed revenue in a fixed-price
arrangement, the estimated losses are recognized immediately in cost of revenuc.

The assumptions, risks and uncertainties inherent with the application of the proportional
performance method affect the timing and amounts of revenue and expenses reported. Numerous
internal and external factors can affect estimates, including direct labor rates, utilization and efficiency
variances.

Where contractual arrangements with customers include the sale of third-party software, revenue is
recognized for the sale of the third-party software, and the related expense is included in cost of
revenue.

In accordance with EITF Issue No. 01-14, Income Statement Characterization of Reimbursements
Received for “Out of Pocket Expenses Incurred,” the Company accounts for out-of-pocket expenscs billed
to customers as maintenance, consulting and training revenue, with the related costs included in cost of
revenuc. For the years ended December 31, 2007, 2006, and 2005, reimbursed expenses totaled $501,
$438, and $427, respectively.

The Company also generates revenue from transactions that flow through its Web portal. Fees
from these transactions are billed to customers in arrears on a monthly basis and are recognized in the
period in which the transactions occur. The Company establishes VSOE for these transaction fces
based on the rates charged for transactions in separate sales.
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(e) Cost of Revenue

The Company’s cost of revenue are broken down into cost of subscription, maintenance and
transaction fees, cost of term licenses, and cost of professional services.

The Company’s cost of subscription, maintenance and transaction fces primarily consists of:
* amortization of internally developed and purchased capitalized software;

+ compensation and related employee benefits of the Company’s product support, product
maintenance and product hosting staff;

* third-party maintenance fees associated with the third-party software incorporated into the
Company’s software solutions;

* solution hosting costs associated with a third-party secured facility;

* royalties related to software subscriptions; and

* communication costs associated with the Company’s hosting network.

The Company’s cost of term licenses primarily consists of:

= amortization of internally developed and purchased capitalized software; and

+ third-party license and royalty fees for the third-party software incorporated in the Company’s
software solutions.

The Company’s cost of professional services primarily consists of:
» compensation and related employee benefits for the Company’s professional services staff;

» costs of independent contractors that provide consulting and professional services to the
Company’s customers; and

* travel, lodging and other out-of-pocket cxpenses for the Company’s staff and independent
consultants to perform work at a customer’s site for which the Company receives reimbursement.

(f) Cash and cash equivalents

Cash equivalents are highly liquid investments with original maturities of 90 days or less. Such
mvestments are stated at cost, which approximates fair value.

(g} Accounts Receivable

Trade accounts receivable are recorded at the invoiced amount and do not bear interest. All of the
Company’s accounts receivable are due from trade customers. Credit is extended based on evaluation
of the customer’s financial condition. Collateral is not required. Accounts receivable payment terms are
typically 30 days. Accounts receivable are stated in the financial statements at amounts due from
customers nel of an allowance for doubtful accounts. Customer accounts outstanding longer than the
payment terms are considered past due. The Company determines the allowance by considering a
number of factors, including the length of time trade accounts receivable are past due, previous loss
history, the customer’s current ability to pay its obligations and the condition of the general economy
and the industry as a whole. The allowance for doubtful accounts is the Company’s best estimate of the
amount of probable credit losses in the Company’s existing accounts receivable. Account balances are
writlen off against the allowance after all means of collection have been exhausted and the potential
for recovery is considered remote. Payments subsequently received on such receivables are credited to
the allowance for doubtful accounts. The Company does not have any off-balance-sheet credit exposure
related to its customers.
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Activity in the allowance for doubtful accounts for the years ended December 31, 2007, 2006 and
2005 is as follows:

Balance at Balance at

Beginning of End of
Period Ended Period Provision Recoveries  Write-offs Period
December 31,2007 . ... .. .. $52 $(19) $45 $ (6) $72
December 31,2006, ... .. .. 55 7 — (10) 52
December 31, 2005. .. ... .. 98 (25) — (18) 55

Accounts receivable includes revenue for products delivered and services performed but not billed.
Unbilled revenue as of December 31, 2007 and 2006 was $5,042 and $4,167, respectively, and is
included in accounts receivable of the accompanying financial statements,

(h) Prepaid expenses

Prepaid expenses consist primarily of amounts paid for insurance, sales commissions, marketing
events and programs, and annual software maintenance contracts.

(i) Property and Equipment

Property and equipment are slated at cost. Property and equipment under capital leases are stated
at the present value of future minimum lease payments at the inception of the lease.

In 2006 and 2005, thc Company received lease incentives of $901 and $371, respectively, relating to
tenant improvement allowances in conjunction with entering into an operating lease for additional
office space. Such tenant improvement allowances have been recorded as leasehold improvements and
are being amortized over the lives of the leases. These tenant improvement allowances are not included
as collateral under the Company’s borrowing agreement with a bank since title to such asset is deemed
to be held by the landlord. Sce also Note 2(q) below.

Depreciation and amortization on property and cquipment are calculated on the straight-line
method over the estimated useful lives of the assets. The estimated useful life of computer equipment
and software is three to five years, while office equipment and furniture is four to seven years. Property
and equipment held under capital leases and leasehold improvements are amortized on a straight-line
basis over the shorter of the lease term or estimated usefut life of the asset. Total depreciation and
amortization expense for the years ended December 31, 2007, 2006, and 2005 was $2,668, $2,295, and
$1,324, respectively, which is included in general and administrative expense in the accompanying
statements of operations.

{j) Capitalized Software Costs

Capitalized software costs are stated on the balance sheet at the lower of net book value or net
realizable value of the capitalized costs.

The Company capitalizes purchased and internally developed software in accordance with
Statement of Financial Accounting Standards (“SFAS”) No. 86, Accounting for the Costs of Computer
Software to be Sold, Leased or Otherwise Muarketed. The capitalization of costs of internally developed
software begins when technologicat feasibility is established. Amortization begins and capitalization
ends when the product is available for general release to customers. Annual amortization of capitalized
software costs is the greater of the amount computed using (a} the ratio that the current gross revenue
for a product bears 1o the total of current and anticipated fulure gross revenue for that product or
(b) on a straight-line basis over the estimated economic life of the product, which ranges from three to
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five years. The Company performs quarterly reviews to ensure that the estimated future gross revenue
from each product exceeds the unamortized costs.

During the years ended December 31, 2007, 2006 and 2005, the Company capitalized $4,656,
$1,026, and $2,002, respectively, related to internally developed software costs and $107, $376, and
$401, respectively, related to payments to third-parties for the development of software. Amortization
of capitalized software costs amounted 1o $1,146, $818, and $793 for the years ended December 31,
2007, 2006, and 2005, respectively, which is included in cost of revenue in the accompanying statcments
of operations.

(k) Other Assets

Other current assets consist of deferred financing costs, miscellaneous receivables and interest
receivable. Deferred financing costs are amortized over the life of the borrowing. Other non-current
assets include refundable deposits and the non-current portion of prepaid expenses.

December 31,
2007 2006
Other current assets:
Deferred financing costs, net ... ... ... L L oL $47 § 68
Miscellancous receivables. . . ... .. ... . e 138 25
Interest receivable . . .. . ... ... 40 23
$225 §$116
Other non-current assets:
Refundable deposits .. ... ... ... i $335  $367
Non-current portion of prepaid expenses ... ................. 660 93
$995  $460

(1) Research and Development

Research and development costs, other than software costs capitalized, are expensed when incurred
in accordance with Statement of Financial Accounting Standards (“SFAS™) No. 2, Accounting for
Research and Development Costs. Research and development costs expensed were $6,003, $8,045, and
$2,627 in the years ended December 31, 2007, 2006, and 2005, respectively.

(m) Advertising
Adverlising costs are expensed as incurred and amounted to $351, $339, and $356 in the years

ended December 31, 2007, 2006, and 2005, respectively. These costs are included in sales and
marketing expense in the accompanying statemenis of operations.

(n) Income Taxes

Income taxes are accounted for in accordance with SFAS No. 109, Accounting for Income Taxes,
under the asset-and-liability method. Deferred tax assets and liabilities are recognized for the future tax
consequences attributable to differences between the financial stalement carrying amounts of existing
assets and liabilities and their respective tax bases and operating loss and tax credit carryforwards.
Deferred tax assets and liabilitics arc measured using enacted tax rates expected to apply to taxable
income in the years in which those temporary differences are expected to be recovered or settled. The
effect on deferred tax assets and liabilities of a change in tax rates is recognized in income in the
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period that includes the ¢nactment date. A valuation allowance is recorded against deferred tax assets
if it is more likely than not that such assets will not be realized.

We adopted the Financial Accounting Standard Board’s Interpretation No. 48, Accounting for
Income Tax Uncertainties (“FIN 48”), on January 1, 2007. FIN 48 clarifics the accounting for uncertain
income tax positions recognized in financial statements and requires the impact of a tax position to be
recognized in the financial statements if that position is more likely than not of being sustained by the
taxing authority. As of December 31, 2007, we had $19,050 of unrecognized 1ax benefits which, if
recognized, would favorably impact our effective tax rate. The Company does not anlicipate that total
unrecognized tax bencfits will significantly change duc to the settlement of audits and the expiration of
the statute of limitations within the next 12 months. Our policy is to recognize interest and penalties on
unrecognized tax benefits in provision for income taxes in the consolidated statements of operations. As
of December 31, 2007, we have no accrued interest or penalties related to uncertain tax positions. Tax
years beginning in 2003 are subject to examination by taxing authorities, although net operating loss
and credit carryforwards from all years are subject to examinations and adjustments for at least threc
years following the year in which the attributes are used.

(o) Stock-Based Compensation

Through the end of 2005, the Company measured stock-based compensation arrangements in
accordance with the provisions of SFAS No. 123, Accounting for Stock-Based Compensation, which
permitted companies to continue to apply the provisions of Accounting Principles Board (“APB™)
Opinion No. 25, Accounting for Stock Issued to Employees, and related interpretations. Under APB
Opinion No. 25, the Company did not record compensation expense when stock options were granied
to ¢ligible participants as long as the exercise price was not less that the fair markel value of the stock
when the option was granted. In accordance with, SFAS No. 123 and SFAS No. 148, Accounting for
Stock-Based Compensation—Transition and Disclosure, the Company disclosed pro forma results of
operations, including per share data as if the minimum value-based method had been applied in
measuring compensation expense for stock-based incentive awards. Although the Company’s board of
directors uscd its best estimate of the fair value of the Company’s stock price and made grants of stock
options in 2005 with exercise prices equal to those estimates of fair value, a subsequent independent
appraisal of the common stock’s value on the grant dates resulted in recognizing stock-based
compensation expense in the Consolidated Statement of Operations for the year ended December 31,
2005 in the amount of $256 for the difference between the fair market value of the underlying common
stock on the date of grant and the option exercise price for options granted under the Company’s stock
option plan.

The Company accounted for equity instruments issued to non-employees in accordance with the
provisions of SFAS No. 123, EITF Issue No. 96-18, Accounting for Equity Instruments that are Issued to
Other than Employees for Acquiring, or in Conjunction with Selling, Goods or Services and FASB
Interpretation No. 28, Accounting for Stock Appreciation Rights and Other Variable Stock Option or
Award Plans—an interpretation of APB Opinions No. 15 and 25.
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The following table illustrates the effect on the results of operations if the fair-value-based method
had been applied to all outstanding and unvested awards in 2005:

Year Ended
December 31,
2005
Net income, as reported . . ..ot e e e $ 8,692
Add: stock-based compensation in reported net income, net of taxes . ... ... ... ... ... 161
Deduct: 1otal stock-based employce compensation expense determined
under fair-value-mecthod for all awards, netof taxes . . . .......... ... . ... ...... (303)
Pro-forma net iNCOME . . . . . oo vttt e e e e e e e $ 8,550
Deduct: accretion of convertible preferred shares and redeemable convertible
preferred shares . .. .. .. ... e (3,994)
Pro-forma ne¢t income available to common shareholders, basic and diluted ........... $ 4,556
Pro-forma net income per share available to common sharcholders, basic. . ... ........ $ 1.42
Pro-forma nct income per share available to common sharcholders, dituted .. .... ... .. $ 034

In December 2004, the Financial Accounting Standards Board (“FASB™} issued SFAS No. 123R,
Share Based Payment: An Amendment of FASB Statements No. 123 and 95. This statement requires that
the cost resulting from all share-based payment transactions be recognized in the Company’s
consolidated financial statements. In addition, in March 2005 the Sccurities and Exchange Commission
(“SEC”) relcased SEC Staff Accounting Bulletin (“SAB”) No. 107, Share-Based Payment. SAB No. 107
provides the SEC staff’s position regarding the application of SFAS No. 123R and certain SEC rules
and regulations, and also provides the staff’s views regarding the valuation of share-based payment
arrangements for public companies. Generally, the approach in SFAS No. 123R is similar 10 the
approach described in SFAS No. 123. However, SFAS No. 123R requires all share-based payments to
employees, including grants of employce stock options, to be recognized in the statement of operations
based on their fair values. Pro forma disclosure of fair value recognition, as prescribed under SFAS
No. 123, is no longer an alternative,

Effective January 1, 2006, the Company adopted the calculated value recognition provisions of
SFAS No. 123R utilizing the prospective-transition method, as permitted by SFAS No. 123R. Under this
transition method, compensation cost was recognized during the year ended December 31, 2006 for the
portion of outstanding vested awards, based on the granti-date calculated value of those awards.

During the year ended December 31, 2006, options to purchase 508,125 shares of common stock
were granted 1o employees. For the year ended December 31, 2006, the Company recognized stock-
based compensation expense of $621 ($0.13 per share) of which $397 pertained to the intrinsic value of
options issued below fair market value in 2004 and 2005. No tax benefit was recognized on this expense
because of the non-deductibility of incentive stock options.

During the year ended December 31, 2007, options to purchase 1,049,400 shares of common stock
were granted to employees. For the year ended December 31, 2007, the Company recognized stock-
based compensation expense of $1,664 ($0.11 per share) of which $490 pertained to the intrinsic value
of options issued below fair market value in 2004 and 2005, No tax benefit was recognized on this
expense because of the non-deductibility of incentive stock options.

The options were valued using a Black-Scholes model. The Company expects to continue to utilize
the Black-Scholes model to estimate the calculated value related to employee stock options.
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As of December 31, 2007, there was $2,254 of total unrecognized compensation cost related to
unvested share-bascd compensation arrangements granted under existing stock option plans, which will
be recognized over the weighted average period of 2.3 years.

The Black-Scholes model is used by the Company to determine the weighted average fair value of
options. The calculated value of options at date of grant and the assumptions utilized Lo determine
such values are indicated in the following table:

Year Ended December 31,
2007 2006 2005

Weighted average fair value at date of grant for options granted during the

DTl L L $2.87 $4.97 8316
Weighted average risk-free interestrates .. ... ... ... ... .. ... ... 47% 50% 4.0%
Weighted average expected life of option (inyears) . .................... 6.6 7.8 7.3
Expected stock price volatility . . ... .. ... L L 67.6% 84.6% —%

Expected dividend yield . .. ... .. . . — — —

The Company determined its volatility factor through an analysis of peer companies in terms of
market capilalization and total assets. The Company cannot compute expected volatility due to its lack
of historical stock prices. The Company uses historical data to estimate option cxercise and employee
termination within the valuation model. Separate groups of employees and non-employees that have
similar historical exercise behavior are considered separately for valuation purposes. The Company
calculated the expected term by analyzing for each group cumulative share exercise and expiration data
and post-vesting employment termination behavior as of the grant date. The weighted average life as of
each grant date was then calculated and used in determining the fair value at each grant date. The
risk-free interest rate for periods within the contractual life of the option is based on the U.S. Treasury
yield curve in effect at the time of the grant. The expected dividend yield is zero based on the
Company’s historical experience. In 2006, the fair value of the common stock at the date of grant was
based on an independent appraisal of the common stock’s value at January 1, 2006 and June 30, 2006.

Our pre-tax compensation cost for stock-based employee compensation was $1,664, $621, and $256
for the years ended December 31, 2007, 2006, and 2005, respectively. As a result of the adoption of
Statement 123R, our financial results were lower than under our previous accounting method for share-
based compensation by the following amounts:

Year Ended
December 31,
2007 &

Loss before provision for income taxes . ..................... $1,174  $224
Nt l0SS . Lo e $1,174  $224

(p} Impairment of Long-Lived Assets

In accordance with SFAS No. 144, Accounting for the Impairment or Disposal of Long Lived Assets,
long-lived assets, such as property and equipment, and other asscts subject to amortization, are
reviewed for impairment whenever events or changes in circumstances indicate that the carrying
amount of an asset may not be recoverable. Recoverability of assets to be held and used is measured
by a comparison of the carrying amount of an asset to estimated undiscounted future cash flows
expected to be generated by the asset. If the carrying amount of an asset exceeds its estimated future
cash flows, then an impairment charge is recognized by the amount by which the carrying amount of
the asset exceeds the fair value of the asset.
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(q) Deferred Rent and Lease Incentives

The Company’s operating leases contain predetermined fixed escalations of minimum rentals
during the original lease terms. For these leases. the Company recognizes the related rent expense on a
straight-line basis over the life of the lease and records the difference between the amounts charged to
operations and amounts paid as deferred rent. The Company also reccived certain leasc incentives
when it entered into operating lease arrangements in 2006 and 2005, including $901 and $371,
respectively, of tenant improvement allowances. These lease incentives were recorded as deferred rent
at the beginning of the lease term and recognized as a reduction of rent cxpense over the lease term.
Sce Note 2(i) above. As a result of the above, as of December 31, 2007 and 2006, there is a deferred
reni balance of $2,428 and $2,404, respectively, of which $24 is included in accrued expenses as of
December 31, 2006.

(r) Accounting for Convertible Preferred Stock, Redeemable Convertible Preferred Stock and Derivative
Shares

As further explained in Note 6, all of the outstanding Series A, Scries B, and Scries C preferred
stock was converted into common siock on December 18, 2006 in connection with the initial public
offering of the Company’s common stock. The carrying values of the Series A, Series B, and Series C
preferred stock, less $9.5 million in accrued dividends on the Series B and Series C preferred stock
which were paid in cash on December 18, 2006, and including the value of embedded derivatives and
beneficial conversion options, were converted to common stock. No gain or loss was recognized on this
transaction.

The Company accounted for the preferred stock and related instruments in accordance with EITF
Issuc No. 00-19, Accounting for Derivative Financial Instruments Indexed to, and Potentially Settled in,
a Company’s Own Stock; EITF Issue No. 98-5, Accounting for Convertible Securities with Beneficial
Conversion features or Contingent Adjustable Conversion Ratios; EITF Issue No. 00-27, Application of
Issue No. 98-5 to Certain Convertible Instruments; SFAS No. 133, Accounting for Derivative
Instruments and Hedging Activitics and other applicable professional standards. The carrying value of
the Company’s Scries A convertible preferred stock and Series B and Series C redeemable convertible
preferred stock was increased, or accreted, using the interest method, to redemption or liquidation
value, from the date of issuance to the earliest redemption date. The carrying value of the Company’s
Series A converlible preferred stock and Scries B and Series C redeemable convertible preferred stock
was also accreted for the value of accrued and unpaid cumulative dividends. '

In accordance with the provisions of SFAS No. 133, the Company identified the conversion feature
of the Company’s Series B and Series C redeemable convertible preferred stock as an embedded
derivative. Under the criteria of EITF 00-19, these embedded derivatives were classified as a liability,
with changes in fair value of the derivatives at cach balance sheel date reflected in the Company’s
results of operations. For the Company’s Series A convertible preferred stock, for which accrued and
unpaid dividends may, at the option of the holder, be paid in additional shares of Scries A convertible
preferred stock, when the fair value of the Company’s common stock (into which the dividend shares
may be converted) exceeded the conversion price, a beneficial conversion option was recognized for the
difference between the fair value of the common siock and the conversion price on the Series A
convertible preferred stock dividends, in accordance with EITF 00-27. Changes in the value of this
beneficial conversion option were recorded in additional paid in capital in the Company’s Consolidated
Balance Sheet.




MEDECISION, INC.
Notes to Consolidated Financial Statements (Continued)

(in thousands, except share and per share data)

(s) Commitments and Contingencies

In accordance with SFAS No. 5, Accounting for Contingencies, the Company records liabilities for
loss contingencies when it is probable that a liability has been incurred and the amount of the liability
can be reasonably estimated.

(1} Fair Value of Financial Instruments

As of December 31, 2007 and 2006, the Company has the following financial instruments: accounts
receivable, accounts payable, accrued expenses, capital lease obligations and debt. The carrying value of
these financial instruments approximated fair value. Accrued expenses are stated at the amounts
expected to be paid within the next 12 months, and capilal lcase obligations are stated at the net
present value of future minimum payments.

(1) Concentration of Credit Risk

Financial instruments that potentially expose the Company to concentration of credit risk consist
primarily of trade accounts receivable. All of the Company’s sales and related accounts receivable are
from customers in the health care industry located in the United States. Revenues from two customers
for the year ended December 31, 2007 were 38%; revenues from two customers for the year ended
December 31, 2006 were 47%; and revenue from one customer for the year ended December 31, 2005
was 25%. Al December 31, 2007, trade receivables related to four customers were 61% of total net
accounts receivable. At December 31, 2006, trade receivables related to two customers were 46% of
total net accounts receivable. The Company does not require collateral or other security to support
credit sales, but provides an allowance for bad debts based on historical experience and specifically
identified risks.

Cash balances are maintained at one bank. Accounts located in the United States are insured by
the Federal Deposit Insurance Corporation (“FDIC”) up to $100,000. Certain operating cash accounts
may exceed the FDIC insurance limits.

{v) Earnings (Loss) Per Share

The Company follows SFAS No. 128, Earnings Per Share. Under SFAS No. 128, companies that are
publicly held or have complex capital structures are required to present basic and diluted earnings per
share on the face of the statement of operations. Earnings (loss) per share are based on the weighted
average number of shares and common stock equivalents outstanding during the period. Preferred stock
issuance costs are accreted to the convertible preferred stock and reduce (increase) the net income
(loss) available to common shareholders. Costs directly attributable to the offering of the convertible
preferred and redeemable convertible preferred stock were acereted to the value of the stock. In the
calculation of diluted carnings per share, shares outstanding are adjusted to assume conversion of the
Company’s preferred convertible stock using the if-converted method in accordance with SFAS 128. In
doing so, shares outstanding are adjusted for the dilutive effect of the assumed exercise of outstanding
options and warrants using the treasury stock method. In the calculation of basic earnings per share,
weighted average numbers of shares outstanding are used as the denominator. The Company had a net
loss available to common shareholders for the years ended December 31, 2007 and 2006. As a result,
the common stock equivalents of stock options, warrants and convertible securities issued and
outstanding at those dates were not included in the computation of diluted earnings per share for the
years then ended as they were anti-dilutive. The Company has reflected on a pro forma basis the cffect
on historical basic and diluted earnings per share of the 1-for-2 reverse stock split of its common stock
effective as of December 13, 2006.
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Net (loss) income per share is computed as follows:

Year Ended December 31,

2007 2006 2005
Numerator:
(Loss) income available 10 common sharcholders . .. ....... $ (5986) § (25.885) % 4,698
Accrelion of convertible preferred shares and redeemable
convertible preferred shares . ... .................. — 8,068 3,994
Net (loss)income . . ... ... ... . .. ... . ... ... 0n.. (5,986) (17,817) 8,692
Denominator:
Weighted average shares used to compute (loss) income
available 1o common shareholders per common share,
basic . .. e 15,514,388~ 4,605,318 3,229,064
Incremental shares required for diluted earnings per share:
Effect of nominal shares . ................ ... ...... —_ —_ 547474
As if converted effect of assumed conversion of preference
SHATES . . e e —_ — 9,001,902
Diluted effect of assumed exercise of outstanding options
and warrants, Net. . .. .. v et e e e e — — 1,365,147
Weighted average shares used to compute (loss) income
available to common shareholders per common share,
diluted ... . 15,514,388 4,605,318 14,143,586
(Loss) income available to common shareholders, basic ... .. $ (039 $ (562) § 1.45
(Loss) income available to common shareholders, diluted . ... $ (039) $ (562) % (.66

For the year ended December 31, 2005, weighted average shares of common stock issuable in
connection with stock options and warrants of 202,303 shares were not included in the diluted earnings
per share calculation because doing so would have been anti-dilutive.

{w) Segment Reporting

SFAS No. 131, Disclosures about Segments of an Enterprise and Related Information, establishes
annual and interim reporting standards for operating segments of a company. It also requires
entily-wide disclosures about the products and services an entity provides, the material countries in
which it holds assets and reports revenue, and its major customers. We report our financial resulls as a
single business segment.

(x} Recently Issued Accounting Standards

In June 2006, thc FASB reached a consensus on Emerging Issues Task Force (“EITF”) Issue
No. 06-3, How Taxes Collected from Customers and Remitted to Governmental Authorities Should Be
Presented in the Income Statement (That Is, Gross versus Net Presentation), (“EITF 06-03").
EITF 06-3 indicates that the income statement presentation on either a gross basis or a net basis of the
taxes within the scope of the issue is an accounting policy decision that should be disclosed. EITF 06-3
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is effective for interim and annual periods beginning after December 15, 2006. The adoption of
EITF 06-3 did not change our policy of presenting taxes within the scope of EITF 06-3 on a net basis
and had no impact on our consolidated financial statements.

In September 2006, the FASB issued SFAS No. 157, “Fair Value Measurements” (“SFAS 157”).
SFAS 157 defines fair values, establishes a framework for measuring fair value, and expands the
disclosure requirements aboul fair value measurements. In February 2008, the FASB issued Staff
Position No. FAS 157-2 (“FSP 157-27) that defers the effective date of applying the provisions of
SFAS 157 1o the fair value measurement of nonfinancial assets and nonfinancial liabilities until fiscal
years beginning after November 15, 2008. We were required to adopt the provisions of SFAS 157 that
pertain to financial assets and liabilities on January 1, 2008. We are evaluating the effect SFAS 157 and
FSP 157-2 will have on our consolidated financial position and results of operations.

In February 2007, the FASB issued FASB Statement No. 159, The Fair Value Option for Financial
Assets and Financial Liabilities, Including an amendment of FASB Statement No. 115 (“SFAS 1597).
Under this statement, entities will be permitted to measure many financial instruments and certain
other assets and liabilities at fair value on an instrument-by-instrument basis (the fair value option). By
electing the fair value measurement attribute for certain assets and liabilities, entities wilt be able 10
mitigate potential “mismatches” that arise under the current mixed measurement attribute model.
Entitics will also be able to offset changes in the fair values of a derivative instrument and its related
hedged item by selecting the fair value option for the hedged item. SFAS No. 159 will become effective
for fiscal years beginning after November 15, 2007. We are evaluating the effect SFAS 159 will have on
our consolidated financial position or results of operations.

In December 2007, the FASB issued SFAS No. 141 (revised), “Business Combinations™
(“SFAS 141(R)”). SFAS 141(R) changes the accounting for business combinations including the
measurcment of acquirer shares issued in consideration for a business combination, the recognition of
contingent consideration, the accounting for pre-acquisition gain and loss contingencics, the recognition
of capitalized in-process research and development, the accounting for acquisition-related restructuring
cost accruals, the treatment of acquisition related transaction costs and the recognition of changes in
the acquirer’s income tax valuation allowance. SFAS 141(R) applies prospectively 1o business
combinations for which the acquisition date is on or after the beginning of the first annual reporting
period beginning on or afier December 15, 2008, except for certain tax adjustments for prior business
combinations. Accordingly, we will adopt this statement on January 1, 2009. We are cvaluating the
effect SFAS 141(R) will have on our consolidated financial position and results of operations.

In December 2007, the FASB issued SFAS No. 160, “Noncontrolling Interests in Consolidated
Financial Statements, an amendment of ARB No. 517 (“SFAS 1607). SFAS 160 changes the accounting
for noncontrolling (minority) interests in consolidated financial statements including the requirements
to classify noncontrolling interests as a component of consolidated stockholders’ equity, and the
climination of “minority interest” accounting in resulls of operations with earnings atiributable to
noncontrolling interests reported as part of consolidated earnings. Additionally, SFAS 160 revises the
accounting for both increases and decreases in a parent’s controlling ownership intercst. SFAS 160 is
effective for fiscal years beginning after December 15, 2008, with early adoption prohibited.
Accordingly, we will adopt this statement on January 1, 2009. We do not expect the adoption of
SFAS 160 to have a material impact on our consolidated financial position or results of operations.
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In December 2007, the FASB reached a conscnsus on EITF Issue No. 07-1, Accounting for
Collaborative Arrangements. The EITF concluded on the definition of a collaborative arrangement and
that revenues and costs incurred with third parties in connection with collaborative arrangements would
be presented gross or net based on the criteria in EITF 99-19 and other accounting literature. Based
on the nature of the arrangement, payments 1o or from collaborators would be evaluated and its terms,
the nature of the entity’s business, and whether those payments arc within the scope of other
accounting literature would be presented. Companies are also required to disclose the nature and
purpose of collaborative arrangements along with the accounting policies and the classification and
amounts of significant financial-statement amounts related to the arrangements. Activities in the
arrangement conducted in a separate legal entity should be accounted for under other accounting
literature; however required disclosure under EITF 07-1 applies to the entire collaboralive agreement.
EITF 07-1 will be effective for us Janvary 1, 2009 and is to be applied retrospectively to all periods
presented for all collaborative arrangements existing as of the effective date. We are currenily
evalualing the effect that the adoption of this consensus opinion will have on our consolidated financial
statemcnts.

(3) Financing Arrangements

As of December 31, 2006, the Company had a revolving line of credit with Silicon Valley Bank
(“SVB”) for a maximum borrowing limit of $8.0 million. As of December 31, 2006, the revolving line
of credit bore interest at the bank’s prime rate (8.25% as of December 31, 2006) plus 1.25%. As of
December 31, 2006, there were no outstanding borrowings under the agreement, and the maximum
amount outstanding for the period was $4,913. Pursuant 1o the agreement, the Company’s borrowings
under this facility are limited to the lesser of $8.0 million or 80% of qualificd accounts receivable. The
agrcement included covenants requiring the Company to maintain a minimum amount of liquidity and
net income. From and after completion of our initial public offering on December 18, 2006, the
Company was required to maintain cash and cash equivalents of at least $2.0 million. The Company
was also required to have a minimum net income of $750 for the quarter ended December 31, 2006,
$1,250 for the quarter ended March 31, 2007, $1,600 for the quarter ended June 30, 2007 and $2,000
for each quarter thereafier. The line of credit facility expired on September 29, 2007. Borrowings under
the credit facility were collateralized by substantially all of the assets of the Company.

As of December 31, 2006, the Company also had an equipment line of credit for a maximum
borrowing limit of $1,000. As of December 31, 2006, the outstanding balance was $75 under the
equipment ling of credit. The outstanding balance was paid in full in 2007. Borrowings under this
facility converted to a 30-month term note as of the first day of the calendar quarter subsequent to
borrowing. Under the terms of the agreement, the line bears interest at the bank’s prime rate plus
1.5% (8.50% as of December 31, 2006).

As of December 31, 2006, the Company was not in compliance with one of the financial covenants
under the revolving line of credit agreement. On March 26, 2007, the Company and the bank executed
an amendment and waiver to the loan and security agreement to (i) waive the existing default;

(ii) increase the amount to be borrowed under the cquipment line of credit to $1.75 million;

(iii) extend the equipment line maturity date to the earlier of the date 30 days after the calendar
quarter subsequent to each equipment advance but no later than December 1, 2009; and (iv) replace
the hquidity and net income covenants with 1angible net worth and adjusted quick ratio covenants.
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Under the amendment and waiver to the loan agreement, the Company is required to maintain certain
quarterly minimum tangible net worth and monthly adjusted quick ratio covenants, as defined.

As of June 30, 2007, the Company was not in compliance with thc minimum tangible net worth
covenant. On July 23, 2007, the Company received a waiver of the existing default from SVB. On
November 9, 2007, the Company and SVB entered into a Second Amendment to Amended and
Restated Loan and Security Agreement (the “Second Amendment”) in which the parties agreed 1o
extend the termination date of our loan and security agreement to December 15, 2007 from
September 29, 2007. In addition, under the terms of the Second Amendment, SVB agreed that it will
not test adjusted quick ratio (as defined in the Second Amendment) covenant for the month ended
September 30, 2007 and the tangible net worth (as defined in the Second Amendment} covenant for
the quarter ended September 30, 2007.

On December 12, 2007, we and our wholly owned subsidiary, MEDecision Investments, Inc.
(collectively, the “Company”), entered into a Second Amended and Restated Loan and Security
Agreement (the “Agreement’”) with SVB pursuant to which the Company and SVB have amended and
restated their prior loan and sccurity agreement. Under the Agreement, SVB provides senior debt
financing to the Company by way of a working capital facility. The Company’s borrowings under the
working capital facility can be no more than the lesser of (i) $8 million or (ii) eighty percent (80%) of
eligible accounts, as such term is defined in the Agreement, less the amount of all outstanding letters
of credit (including drawn but unreimbursed letters of credit) and less the outstanding principal balance
of any advances made to the Company under the Agreement. The working capital facility terminates on
September 28, 2008. The Company’s obligations under the Agreement are secured by a lien on all of
the assets of the Company.

The principal amount of loans outstanding under the Agrecment accrue interest at a per annum
rate equal to three-quarters of one percentage point (0.75%) above the prime rate. In the event that
the Company achieves two consecutive fiscal quarters of net income of al least one dollar, the
Company’s borrowings under the Agreement will thereafter accrue interest at a per annum rate equal
to one-half of one percentage point (0.50%) above the prime rate. Notwithstanding the foregoing, if at
any time the Company reporis net income below one dollar as of the end of any fiscal quarter, the
principal amount of loans outstanding under the Agreement will thereafter accrue interest at a per
annum rate equal (o three-quarters of one percentage point {(.75%) above the prime rate. In addition,
if at any time on and after December 31, 2007, the Company is unable to maintain a ratio of
unrestricted cash and cash equivalents to current liabilities minus fifty percent (50%) of deferred
revenue respecting license, maintenance and services (“Ratio of Liquidity™) that is greater than 1.35,
the Company’s borrowings under the Agreement will thereafter accrue interest at a per annum rate
equal to one and one-half of one percentage point (1.50%) above the prime rate.

Among other covenants with which the Company is required to comply under the Agreement, the
Company is required to maintain a Ratio of Liquidity of at least 1.15 measured as of the end of each
calendar month until the working capital facility terminates. In addition, the Company is required to
achieve a minimum tangible net worth of $6.5 million for the quarter ended December 31, 2007,
$4.5 million for the quarter ended March 31, 2008 and $3 million for the quarter ended June 30, 2008.

In the event that the Company makes a misrepresentation, breach a warranty or fail to perform a
covenant set forth in the Agreement or if there is a material impairment in the perfection or priority of
SVP’s lien on all of the assets of the Company or in the value thereof, or a material adverse change in
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the Company’s business, operations or condition (each of which is defined in the Agreement as an
event of default), SVB may, among other things, cease making loans to the Company, accelerate the
date for payment of all of the Company’s outstanding obligations to SVB and/or take possession of and
sell all of the assets of the Company. Additionally, from and after the occurrence and during the
continvance of an event of defaull, the then current per annum interest rate on the outstanding loans
under the Agreement will increase by five percentage points (5.00%) above the rate that is otherwise
applicable. If SVB elects to terminate the Agreement due to the occurrence and continuance of an
event of default, the Company shall pay to SVB a termination fee equal 1o one percentage point
{1.00%) of the amount of the Company’s borrowings outstanding at the time of termination of the
Agreement.

As of December 31, 2007, we had no borrowings outstanding under the working capital facility, we
had remaining availability of approximately $2.7 million.

As of December 31, 2007 and 2006, the Company had outstanding insurance premium financing of
$331 and $313, respectively. The insurance premium financing bears interest at the rate of 5.9% and
7.5%, respectively.

As of December 31, 2007, the Company had $728 outstanding relating to two financed
maintenance agreements. The first agreement was financed over 12 months al an interest rate of 0.5%
and the second agreement was financed over 48 months at an interest rate of 9.0%.

The Company incurred interest expense of $564, $570, and $274 for the years ended December 31,
2007, 2006, and 2005, respectively.

(4) Leases

The Company is obligated under capital leases covering office furniture and computer hardware
and software that expire at various dates through October 2012. At December 31, 2007 and 2006, the
gross amount of property and equipment and related accumulated amortization recorded under capital
leases were as follows:

December 31, December 31,
2006

2007
Computer equipment and software .. ............... $ 6,914 $ 5,570
Leasehold improvements. . ....................... 15 15
Office equipment and furniture . .. .. ......... .. .. .. 1,743 1,797
8,672 7,382
Less: accumulated deprecation and amortization ....... (3,925) (3,110)

§ 4,747 $4272

Amortization of assets held under capital leases is included with depreciation and amortization
expense and is included in general and administrative expense in the accompanying statement of
operations.

The Company leases office space, equipment and a vehicle under various non-cancelable operating
lease agreements that expire on various dates through August 2016. The Company’s operating lease for
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office space allows the Company to terminate the lease after seven years, provided 12 months’ written
notice is provided. Upon such termination, the Company must pay a penalty of $1,800, reduced by $30
each month subsequent to the 84" month of the lease. The penalty reductions would not begin until
September 2011. Rental expensc for operating leases was approximately $2,210, $1,509, and $970 for
the years ended December 31, 2007, 2006 and 2005, respectively.

Future minimum lease payments undcr non-cancelable operating leases and future minimum
capital lease payments as of December 31, 2007 are:

Year ending December 31, Capital Leases  Operating Leases
2008 . $ 2,243 $ 1,967
2000 .. 1,319 1,988
2000 L 747 L1977
2001 e 552 1,999
22 337 2,066
Thereafter through 2016 . .. ................... — 8,192
Total minimum lease payments .. ............... 5,198 $18,189
Less: amount represenling interest (at rates ranging

from64% 0 1899%). . ... ... . L {657)
Present value of net minimum capital lease payments . 4,541
Less: current installments of obligations under capital

leases . .. ... .. (1,899)
Obligations under capital leases, excluding current

installments .. ....... ... .. ... ... ... .. .. $ 2,642

(3) Income Taxes

The income tax provision (benefit) for the years ended December 31, 2007, 2006 and 2005
consisted of the following:

Year Ended December 31,

2007 2006 2005

Current

Federal ... ... ... ... ... ... ... . .. .. ... ... $ — $(859) $ 958

Stateand local . ........ ... ... .. L. L — (20) 139
Total current . .. ... ... L — (879) 1,097
Deferred:

Federal ... ... ... ... . . e, — 7,382 (6,627)

Stateandlocal . . ... ... ... ... L. — 174 (961)
Totaldeferred .. ......... ... ... ... ... .. ... .... — 7556 (7,588)
Total income tax provision (benefit) . ................ § — 36,677 $(6,491)
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A reconciliation of the Company’s effective income tax rate to the statutory federal income tax
rate of 34% for the years ended December 31, 2007, 2006, and 2005 is as follows:

Year Ended December 31,

2007 2006 2005
Statutory federalrate . ... ... ... . ... L. 34.0%  34.0% 34.0%
State iNCOME LaXeS . . . v v vt vt i ie e e e e 6.1 0.8 48
Permanent differences . . .. ... ... ... oL 6.0 (27.0) 1.3
Taxcredits . ... ... e 33 4.5 (6.7)
Adjustments to book income ... ... L — 14 3.6
Valuation allowance .............. .. ccicn. ... (49.4) (74.0) (268.0)
Total income tax provision . . ... ........ . ... —% (603)Y% (231.0%

The tax effect of significant temporary differences by component as of December 31, 2007 and
2006 are as follows:

Year Ended
December 31,
2007 2006

Deferred tax assets, current:

Deferred reVENUE . . . o o\ ot e e e e $ 4,106 §$§ 3911

Otheraccruals . .. ...ttt i e e e e e iaan 349 392

Total gross deferred tax asset, current . ................ 4,455 4,303

Less: valuation allowance ... .......... ... ... ..... (4,455  (4,303)

Net deferred tax asset, current . ... ..........cuteur.. — —
Deferred tax assets, long-term:

Net operating loss carryforwards .. ................... $ 14908 §$ 11,135

Goodwill amortization . ....... .. ...t 53 51

Deferred stock compensation . ...................... 787 288

Tax credils & . o v v e i i e et e 2,390 2,195

Total gross deferred tax asset, long-term . .............. 18,138 13,669

Less: valuation allowance .. ........................ (14,595) (11,659)

Net deferred tax asset, long-term. . . .................. 3,543 2,010
Deferred tax liabilities, long-term:

Plant and equipment, principally due to depreciation .. .. .. 563 620

Deferred rent ., .. ... . i e e 261 163

Capitalized software . ......... ... ... o i n. 2,719 1,227

Total gross deferred tax liability, long-term ... ........... 3,543 2,010
Net deferred tax asset . .. ..ottt it o oo $ — 3 —

At December 31, 2007, the Company had net operating loss carryforwards for federal and state
income tax purposes of approximately $64.1 million that begin to expire in 2015 and 2008 for federal
and state income taxes, respectively. Pursuant to income tax regulations, the annual utilization of this

94




MEDECISION, INC.
Notes to Consolidated Financial Statements (Continued)

(in thousands, except share and per share data)

carryforward, as well as a portion of the carryforward may be limited or impaired in certain
circumstances.

In asscssing if deferred tax assets are realizable, management considers whether it is more likely
than not that some portion or all of the deferred tax assets will not be realized. The ultimate
realization of deferred tax assets is dependent upon the generation of future taxable income during the
periods in which those temporary differences become deductible. Management considers the scheduled
reversal of deferred 1ax liahilities, projected future taxable income and tax planning strategies in making
this assessment. Management’s assessment at December 31, 2007 was that the weight of the negative
evidence outweighed the positive evidence that all of the deferred tax asscis would be realized, and
accordingly, the Company maintained a valuation allowance at 100% against the deferred tax asset.

(6) Convertible Preferred Stock and Redeemable Convertible Preferred Stock

A rollforward of shares for the years ended December 31, 2006 and 2005 is as follows:

Series A Series B Series C
Balance, December 31,2005 . ............. 2,333,333 4,022,252 4,851,549
Conversion into shares of common stock ... (2,333,333) (4,022,252) (4,851,549)

Balance, December 31,2006 ... ........... — — —

All of the outstanding Series A, Series B, and Series C preferred stock were converted into
common stock on December 18, 2006 in connection with the initial public offering of the Company’s
common stock. The carrying values of the Series A, Series B, and Series C preferred stock, less
$9.5 million in accrued dividends on the Serics B and Seri¢s C preferred stock which were paid in cash
on December 18, 2006, and including the value of embedded derivatives and beneficial conversion
options, were converted to common stock. No gain or loss was recognized on this transaction.

The terms of the Series B and C redeemable convertible preferred stock included certain
embedded conversion options that represented derivative financial instruments under the provisions of
SFAS No. 133. Thus, the conversion options were separated from the Series B and C redeemable
convertible preferred stock and valued using the Black-Scholes model, The Scries C redeemable
convertible preferred stock and Serics B3 redeemable convertible preferred stock contained redemption
features that would have resulted in the holder receiving cash that was based on the value of the
common stock. The Series C redeemable convertible preferred stock and Scries B redeemable
convertible preferred stock redemption features also included a clause that the holder could put the
shares back at the greater of accreted value or fair value (including the value of the conversion option).
Consistent with the model in EITF Issue No. 00-19, this fecature met the definition of net cash
settlement associated with the conversion option. Therefore, the Company separated the conversion
option from the preferred instrument and determined the fair value. The Company accounted for the
conversion options using the fair value method at the end of each quarter with the change in fair value
recorded against earnings. Actual period close common stock prices, applicable volatility rates, and the
period close risk-free interest rate for the instrument’s expected remaining life, were the key
assumptions used in the valuation calculation. The change in fair value for the years ended
December 31, 2006 and 2005 was $(8,615) and ($694}, respectively.
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In accordance with the provisions of EITF Issue No. 98-5 and EITF Issue No. (0-27, the Company
reviewed the value of the conversion option for the Series A convertible preferred stock accrued and
unpaid dividends and determined that it was “in-the-money™ al the conversion date and through
December 18, 2006 and for the ycar ended December 31, 2005. The Company accounted for the
beneficial conversion options using the intrinsic value method at the end of each quarter, with the
resultant gain or loss recognition recorded against accumulated deficit in accordance with EITF Issue
No. 00-27.

Information about the significant provisions, conversion and redemption features and liquidation
preferences of each scries of convertible preferred siock follows:

Series A

The holders of Serics A convertible preferred stock were entitled to dividends at a rate of 9% per
year. Series A accumulated dividends were due and payable after Series C and B dividends were paid.
Dividenrds were payable in cash unless the Series A shareholder exercised the option to receive the
dividend in shares of common stock based on the “dividend conversion price,” as defined, which was
determined annually. As of December 31, 2005, $2,796 of undeclared, unpaid dividends had
accumulated.

Each share of Series A preferred stock was convertible into one share of common stock, subject to
adjustment in certain circumstances, and had a liquidation preference equal to its stated value, as
defined, plus all acerued and unpaid dividends thereon.

The liquidation value of Series A preferred stock at December 31, 2005 was $6,298. As of
December 31, 2005, the 2,333,333 shares of Series A preferred would have been convertible into
4,497,364 sharcs of common stock, if the holders of Series A preferred shares had elected to receive all
accumulated undeclared, unpaid dividends in shares of common stock.

All of the outstanding Series A preferred stock was converted into common stock on
December 18, 2006 in connection with the initial public offering of the Company’s common stock. The
carrying value of the Series A preferred stock, and including the value of embedded derivatives and
beneficial conversion options, was converted to common stock. No gain or loss was recognized on this
transaction.

Series B

The holders of Scries B redeemable convertible preferred stock were entitled to dividends at a rate
of 9% per year. Series B dividends were due and payable semiannually after Series C dividends had
been declared and paid and accumulated if not paid. Dividends were payable in cash or, under certain
conditions, may have been be payable in cash or additional shares of Series B preferred stock, or a
combination of both. As of December 31, 2005, $9,460 of undeclared, unpaid dividends had
accurnulated.

Each share of Series B preferred stock was convertible into one share of common stock, subject 10
adjustment in certain circumstances, and had a liquidation preference equal to its stated value, as
defined, plus all accrued and unpaid dividends thereon.
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The liquidation and redemption value of Series B preferred stock at December 31, 2005 was
$28,625. The liquidation and redemption value included $80 as of December 31, 2005 related to the
conversion option liability.

All of the outstanding Series B preferred stock was converted into common stock on December 18,
2006 in connection with the initial public offering of the Company’s common stock. The carrying value
of the Scries B preferred stock, less $7.6 million in accrued dividends which were paid in cash on
December 18, 2006, and including the valuc of embedded derivatives and beneficial conversion options,
was converted to common stock. No gain or loss was recognized on this transaction.

Series C

The holders of Series C redeemable convertible preferred stock were entitled to dividends at a rate
of 10% per year. Dividends were due and payable semiannually and accumulated if not paid. Dividends
were payable in cash, or, under certain conditions, may have been payable in cash or additional shares
of Series C preferred stock, or a combination of both. As of December 31, 2005 undeclared unpaid
dividends of $2,225 had accumulated.

Each share of Series C preferred stock was convertible into one share of common stock, subject 1o
adjustment in certain circumstances, and had a liquidation preference equal to three times its stated
value, as defined, plus all acerued and unpaid dividends thereon.

The liquidation and redemption value of the outstanding Series C preferred stock at December 31,
20035 was $19,053. The liquidation and redemption value included $373 as of December 31, 2003
related to outstanding but unexercised Series C stock options. In addition, the liquidation and
redemption values include $110 as of December 31, 2005 related to the conversion option liability.

All of the outstanding Series C preferred stock was converted into common stock on December 18,
2006 in connection with the initial public offering of the Company’s common stock. The carrying value
of the Series C preferred stock, less $1.9 million in accrued dividends which were paid in cash on
December 18, 2006, and including the value of embedded derivatives and beneficial conversion options,
was converted to common stock. No gain or loss was recognized on this transaction.

(7) Warrants and Options
{a) Warrants

In connection with various financing activities, the Company issued warrants 1o purchase common
stock. As of December 31, 2007, warrants to purchase the Company’s common stock were outstanding
as follows:

Exercise Expiration
Date Issued Warrants Price Date
June 1, 1999 . L. 50,000 $4.00 May 31, 2009

During the year ended December 31, 2007, warranis for 259,558 shares were exercised in a net
shares settlement transaction, in which a net of 147,756 shares of common stock were issued.

97




MEDECISION, INC,
Notes to Consolidated Financial Statements (Continued)

(in thousands, except share and per share data)

In connection with the Company’s initial public offering for its common stock, on December 18,
2006, warranis for 193,500 shares of the company’s stock were exercised. The Company received $68 in
cash for 37,500 shares. Warrants for the remaining 156,000 shares were exercised in a net shares
settlement transaction, in which a net of 124,344 shares of common stock were issued.

(B} Stock Options

In October, 2006, the Company’s sharcholders approved the 2006 Equity Incentive Plan, which
became effective upon the Company’s initial public offering. The 2006 Plan provides for the award of
incentive stock options, non-qualified stock options, stock appreciation rights, restricted stock, restricted
stock units, performance awards and other stock-based awards. Employees, directors, consultants, and
other individuals who provide services to the Company are eligible 10 be granted awards under the
2006 Plan; however, only employees are eligible to be granted incentive stock options, and not beyond
10 years from the adoption of the 2006 Plan. The exercise price of any option granted under the plan
will not be less than 1009 of the fair market value of the common stock on the date of grant (110%
for incentive stock options issued 10 a more than 10% shareholder). No incentive stock option award
may be awarded in an amount that would vest more than $100,000 of fair value in any calendar year.
The maximum term of any award is 10 years from the grant date (5 years for more than 10%
shareholder). The board of directors may determine the vesting period for each award under the 2006
Plan.

The Company had reserved 1,500,000 shares for future issuance under the plan plus any shares
which were subject 1o awards but not issued under the Company’s previous plan. The maximum
number of shares that may be issued under the 2006 plan will be 4,437,082. At December 31, 2007,
there were 1,040,924 shares available for grant under the 2006 Plan,

The Company previously had a stock option plan, the Amended and Restated Stock Option Plan,
whereby the Company granted either incentive or nonqualified stock options to purchase shares of the
Company’s common stock, The board of directors determined the vesting period for each award under
the pian, but the maximum term of any award was 10 vears from the date of grant. The Company had
authorized 8,000,000 shares to be issued under the plan. Stock options were granted at no less than the
fair market value of the shares at the date of the grant, as determined by the Company. Although the
Company’s board of directors used its best estimate of the fair value of the Company’s stock price and
made grants of stock options in 2004 and 2005 with excrcise prices equal to those estimates of fair
value, a subsequent independent appraisal of the common stock’s value on the grant dates conducted
by Mufson, Howe, Hunter, & Company, LLC resulted in recognizing stock-based compensation expense
in the Consolidated Statement of Operations for the years ended December 31, 2007, 2006, and 2005
and in the amounts of $490, $397, and $256, respectively, for the difference between the fair market
value of the underlying common stock on the date of grant and the option exercise price for options
granted under the Company’s stock option plan.

For the year ended December 31, 2007, 1,049,400 options were granted at a weighted average
price of $7.06, with a contract life of 10 years. For the year ended December 31, 2006, 508,125 options
were granted at a weighted average price of $20.90, with a contract life of 10 years.

During the year ended December 31, 2007, the Company modified certain stock options granted to
two employees. The modifications accelerated the vesting of certain stock options for one of the
employees and granted an extension to the post-termination exercise period for both employees. These
modifications resulted in additional stock compensation expense of $0.4 million during the year-ended
December 31, 2007,

08




MEDECISION, INC.
Notes to Consolidated Financial Statements (Continued)

(in thousands, except share and per share data)

Stock option activity for the three years ended December 31, 2007 is as follows:

Weighted
Number of Average
Shares Exercise Price
Balance at December 31,2004 . . ... ... ... ... ... ... 2,225,133 $ 096
Granted . . . . ... e 548,500 0.50
Exercised ... ... .. . . (55,606) 0.18
Canceled . ...... ... . (201,320) 1.88
Balance at December 31,2005 .. . .......... ... . .... 2,516,707 0.80
Granted . . . ... e 508,125 20.90
Exercised . ....... ... ... ... .. .. ... (29,500) 2.52
Canceled ........ ... . i e (58,250) 2.36
Balance at December 31,2006, .. ... ... ... ... ... 2,937,082 4.27
Granted ... ... ... . e 1,049.400 7.06
Exercised . ... ... . e (1,290,008) 0.62
Canceled . ... .. e e (590,324) 3.44
Balance at December 31,2007 ... .. ... ... .. ... ..., 2,106,150 $ 672 |

At December 31, 2007, weighted average exercise prices, aggregate intrinsic value, and weighted
average remaining contractual life of outstanding options were $6.72, $2,073 and 6.3 years, respectively.
Opticns for 1,081,026 shares were exercisable at December 31, 2007. The weighted average excrcise
price of excrcisable options, aggregate intrinsic value, and weighted-average remaining contractunal term
of exercisable options was $4.48, $1,571, and 4.6 years, respectively.

As of December 31, 2007, there was $2,254 of total unrecognized compensation cost related to
unvested share-based compensation arrangements granted under existing stock option plans, which will
be recognized over the weighted average period of 2.3 years.

The total intrinsic value of options exercised during 2007, 2006, and 2005 was $4,364, $123, and
$233, respectively, and the total fair value of shares exercised during each of those years was $5,158,
$182, and $242, respectively. During the years ended December 31, 2007, 2006, and 2005, the Company
received $707, $74, and $10, respectively, in cash payments related to option exercises.

BDuring the year ended December 31, 2007, the Company granted stock options as follows:

Number of Options  Exercise Price  Fair Value Per

Date of Grant Granted Per Share Share
January 22,2007 . ............... 99,650 $ 6.86 $6.86
April 26,2007 . ........ ... ..., 247,500 5.38 5.38
May 24,2007 .. ................. 30,000 4.94 4.94
July 18,2007 .. ... ... ... ... ... 451,625 10.00 4.55
August 16,2007 .. ........ ... .. 100,750 4,00 4.00
October 31,2007 ... ............. 80,375 2.84 2.84
December 17, 2007 . ............. 39,500 2.37 2.37
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The calculated measurement value of each grant is being recognized as compensation expense over
the applicable vesting period, in accordance with SFAS 123R. The fair values shown for the grants were
based on a contemporaneous valuation by an independent valuation specialist.

(8) Postretirement Benefits

The Company maintains a 401(k) defined contribution retirement plan that covers substantially all
cmployees. Under this plan, participants may contribute up to 15% of their pretax compensation,
subject to current limitations under the Internal Revenue Code. The Company may elect to make
matching contributions al the discretion of the board of directors. The Company currently matches
30% of the participant’s deferral, limited to 4% of cach participant’s pretax compensation. Total
cmployer contributions to the plan were approximately $185, $160, and $128 for the years ended
December 31, 2007, 2006, and 2005, respectively.

(9) Commitments and Contingencies

On January 1, 2007, an employment agreement previously entered into with an officer of the
Company automatically renewed for an additional term of one year at an annual base salary of $315,
Under this agreement, unless either party gives nolice to the other at least sixty days prior to the
expiration, the agreement is renewed automatically for succeeding terms of one year each. Since at
least sixty days notice wasn’t given prior 1o the December 31, 2007 expiration date, this agreement will
automatically renew for an additional term of one year on January 1, 2008. Scheduled future base
compensation under this agreement for the year ending December 31, 2007 totaled approximately $315.
During 2007, the Company entered into employment agreements with two officers of the Company.
The agreements were entered into on Seplember 1, 2007 and December 11, 2007 and each included an
annual base salary of $225 and other discretionary cash and stock option bonuses.

We are party to a contract to purchase third-party licenses from a software vendor. The agreement
expired on December 31, 2005; however, the agreement automatically renews on an annual basis,
unless terminated by either party. Expense of $0.5 million was incurred under this agreement in each of
the years ended December 31, 2007, 2006, and 2005 and is included in cost of subscription,
maintenance and transaction fees revenue in the accompanying financial statements. On February 14,
2008, we entered into an amendment for an additional term of three years. Scheduled future payments
under this amendment are $0.5 million in 2008, $0.5 million in 2009, and $0.6 million in 2010.

In addition, we are parly to another contract to purchase a third-party license from a software
vendor. The agreement expires on December 31, 2012. There has been no expense incurred under this
agreement prior to January !, 2008. Going forward, these costs will be included in cost of subscription,
maintenance and transaction fees revenue in our financial statements. Scheduled future minimum
payments as of December 31, 2007 under this contract are $0.4 million in 2008.

The Company’s contracts with its customers provide that customers are responsible for payment of
sales and use taxes on the Company’s licensing and maintenance fees, and where applicable,
professional services. Prior to 2006, the Company did not collect sales taxes. Since January 1, 2006, the
Company began to collect and remit sales taxes from its customers. In the ¢vent that a customer has
not paid use tax where and when due, or is otherwise unable to pay, the Company may have a

100




MEDECISION, INC.
Notes to Consolidated Financial Statements (Continued)

(in thousands, except share and per share data)

contingent liability for unpaid taxes, interest and penalties. A liability of $150 and $229 has been
accrued at December 31, 2007 and 2006, respectively, against such contingencies.

The Company, in the normal course of business, may be party 10 vanous claims. Management
believes that the ultimate resolution of any such claims would not have a material impact on the
Company’s financial position or operating results.

{10) Related Parties
During the years ended December 31, 2007 and 2006, there were no related party transactions.

A former executive of the Company, who resigned August 14, 2007, was the owner of a consulting
firm that, during the year ended December 31, 2005 provided certain professional services to the
Company. During the year ended December 31, 2005, $25 was paid to this firm for services rendered.
There were no services provided after 2005,

(11) Industry and Geographic Segment Information

The Company operates in one reportable sepment and derives all of its revenue from the health
car¢ industry in the years ended December 31, 2007, 2006, and 2005. All of the Company’s revenue in
those periods was derived from United States customers and all of its assets during these periods were
in the United States.
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(12) Quarterly Results of Operations (Unaudited)
The quarterly results of operations for the years ended December 31, 2007 and 2006 were as
follows (in thousands, except share and per share data):

Three Months Ended
Dec 31, Sept 30, June 30, Mar 31, Dec 31, Sept 30,  Junc 30,  Mar 31,
2006 2006

2007 2007 2007 2007 2006 2006
(unaudited)
Revenue
Subscription, maintenance and
transaction fees . ., ., ..... $ 7519 % 5915 § 6,053 % 57118 5779% 55028 55018 5308
Term licenses . .. .. ... ... .. 4,454 103 299 1,567 1,375 3479 3.509 415
Professional services . . . . ... .. 4,157 3,066 3372 2,539 3,516 3.046 3.676 3,103
Total revenue . . . ... .. ..., 16,130 9,084 9,724 9,817 10,670 12,027 12,686 8,826
Cost of revenue
Subscription, maintenance and
transaction fees .. ........ 2,736 2,281 2,408 2,365 2,081 1,959 1,879 1,722
Term licenses ... .......... 1,592 432 440 601 518 519 473 212
Professional services . . .. ... .. 202 1,754 1.627 1478 1,371 1.341 1,473 1,621
Total cost of revenue . . ... .. 6,340 4,467 4,475 4,444 3.970 3819 3,825 3,535
Grossmargin. .. ............ 9,790 4,017 5.249 5373 6,700 8,208 8,861 5.271
Operating expenses
Sates and marketing . .. . ... .. 2,567 1,761 2,232 2,241 2.842 2873 2,614 2,205
Research and development , , .. 1,378 1,336 1.561 1,728 2.217 2,118 2,149 1.561
General and administrative . . . 3,892 4,466 3,988 3.949 3,616 3,262 3.167 2475
Total operating expenses . . . . . 7.837 7.363 7,781 7.918 8,675 8,253 7,930 6,241
Income {loss) from operations . . . . 1,953 (2,946) (2,532) (2.545)  {1,975) (45) 931 (970)
Loss on change in fair value of
redeemable convertible
preferred stock conversion
oplion . .. ... ... ... ... — — —_ —_ (6202)  (2.979) 281 285
Interest income (expense), net . . . . 2 31 7 44 (179) (147) (80) (60)
Income (loss) before (provision)
benefil for income taxes . . . . . 1,955 (2915)  (2.525)  (2501)  (8356) (3171} 1132 (745)
(Provision) benefit for
income taxes ... ........., — — - —_ (6.825) 75 (343) 416
Net income (loss) . . . ... . ... .. 1,955 (2915) (2525} (2501} (15,181}  {3.096) 789 329
Accretion of convertible preferred
shares and redeemable
convertible preferred shares . ., — — - —_ (4.269)  (2.431) (684) (684)
Income (loss) available to
common sharcholders . . . . .. $ 1,955 8 (2915  (2,525)8 (25008 (1945008 (5.527)% s (L013)
(Loss) income per share available
o common
shareholders, basic ... ... .. $ 0.12% (0.19)% (0.16)$ (0.16)8 (2.69%  (1.20% 003s  (0.31)

(Loss) income per share available
to common shareholders,
diluted . . ... ... ...... $ 0128 (0195 (0.16)S (016 (2698 (1208 0038 (0.31)

Weighted average shares used 10

compute income (loss)

available to common

shareholders per common

share, basic . .. ... ... ... 16,008,974 15,511,675 15,344,853 15,183,004 7,238,054 4,588,521 3,276,479 3,274,850
Weighted average shares used to

compute income (loss)

available to common

shareholders per common

share, diluted . . . ... ... ... 16,540.878 15,511,675 15,344,853 15,183,004 7.238,054 4,588,521 3475777 3.274,850

102




MEDECISION, INC.
Notes to Consolidated Financial Statements (Continued)

(in thousands, except share and per share data)

(£3) Subsequent Events

On February 19, 2008, the Company entered into an agreement with Carl E. Smith, its Executive
Vice President and Chief Financial Officer whereby Mr. Smith will continue to be employed by the
Company in those same roles. The agreement provides that Mr. Smith will continue to rcceive an
annual base salary of $225000. The agreement further provides that Mr. Smith will be eligible for an
annual bonus in an amount and form to be established cach year by the Company’s Board of Directors,
if specified corporate and/or individual performance goals are met for that year.

The agreement further provides that it Mr. Smith’s employment is terminated without cause or if
he resigns for “good reason” (in cach case, as defined in the agreement), he will be entitled to
severance benefits consisting of the continuation of his base salary and health insurance coverage for a
period of twelve months. The agrecment provides that if, within one year of a change in control of the
Company, Mr. Smith’s employment is terminated without cause or if he resigns for good reason, then
in addition to the severance benefits above, he will be credited with an additional twelve months of
service for purposes of determining the vested status of any stock options or other equity-based
incentives he holds immediately prior to his termination. The foregoing severance rights are
conditioned on Mr. Smith’s execution of a release of claims against the Company and its affiliates.

The agreement provides that Mr. Smith will be subject to customary non-competition and
non-solicitation covenants for the duration of his employment and for a period of one year thereafter.
However, in the event that, within one year of a change in control of the Company, Mr. Smith’s
employment is terminated without cause or if he resigns for good reason, then the non-competition and
non-solicitation covenants will continue for a period of two years after the cessation of his employment.
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Item 9. Changes In and Disagreements With Accountants on Accounting and Financial Disclosure.

On March 14, 2006, upon the authorization of our board of directors acling on the
recommendation of the audit committee of the board of directors, we selected Grant Thornton LLP as
our independent registered public accounting firm. We did not consult with Grant Thornton on any
financial or accounting rcporting matters before its appointment. All of the audited financial statements
included in this Annual Report on Form 10-K have been audited by Grant Thornton.

In connection with the audit of our financial statements as of and for the year ended
December 31, 2005 and re-audit of our financial statements as of and for the years ended
December 31, 2004 and 2003 (of which, financial statements for the year ended December 31, 2003 are
not included in the “Consolidated Financial Statements” as set forth under Item 8 of this Annual
Report on Form 10-K), Grant Thornton identificd and informed us that we had material weaknesses
(as defined under the standards established by the Public Company Accounting Oversight Board—U.S.)
with respect 1o our accounting and reporting of certain complex transactions, as more specifically
described below. As a result of these material weaknesses, we restated our financial statements as of
and for the years ended December 31, 2005, 2004 and 2003 (of which, financial statements for the year
ended December 31, 2003 are not inciuded in the “Conselidated Financial Statements” as sct forth in
Itern 8 of this Annual Report on Form 10-K).Our sclected financial data as of and for the years ended
December 31, 2003 and 2002 were derived from financial statements, which we restated as a resull of
these material weaknesses and which were audited by Grant Thoraton.

KPMG LLP (“KPMG”) was previously the principal accountants for the Company. On March 14,
2006, upon the authorization of our board of directors acting on the recommendation of our audit
committee, we dismissed KPMG as our independent registered public accounting firm, The audit report
of KPMG on our consolidated financial statements as of and for the year ended December 31, 2004
did not contain any adverse opinion or disclaimer of opinion, nor was it qualificd or modificd as to
uncertainty, audit scope, or accounting principles, except that such report contained a separate
paragraph stated as follows: “We also audited the adjustments described in Note 3 te the accompanying
consolidated financial statements that were applied 1o restate the 2003 financial statements, The
consolidated financial statements of the Company as of December 31, 2003 were audited by other
auditors whose report thereon dated February 25, 2004, expressed an unqualified opinion on those
statements, before the restatement described in Note 3 to the consolidated financial statements.”

In connection with the audit of the year ended December 31, 2004, and the subsequent interim
period through March 14, 2006, there were (i) no disagreements with KPMG on any matter of
accounting principles or practices, financial statement disclosure, or auditing scope or procedures,
which disagreements, if not resolved to the satisfaction of KPMG, would have caused KPMG to make
reference in connection with its report to the subject matter of the disagreements, and (ii) no
reportable events of the type listed in paragraphs (A) through (D) of Item 304(a){1)(v) of
Regulation S-K, except that KPMG reported orally to and discussed with our audit committec on
December 16, 2005 that during its audil of the consolidated financial statements as of and for the year
ended December 31, 2004, it noted material weaknesses in internal controls related to accounting for
revenue recognition, accounting for the accretion of costs and dividends related to preferred stock and
accounting for income taxes, as more specificatly described below. We have authorized KPMG to
respond fully to any inquiries by our successor independent registered accounting firm, Grant
Thornton, regarding these material weaknesses.

During the audit of our financial statements as of and for the years ended December 31, 2007 and
2006, no material weaknesses were discovered. In connection with the audit of our financial statements
as of and for the year ended December 31, 2005 and re-audit of our financial statements as of and for
the years ended December 31, 2004 and 2003 (of which, financial statements for the year ended
December 31, 2003 are not included in the “Consolidated Financial Statements” as set forth in Item 8
of this Annual Report on Form 10-K), in July 2006, our independent auditors reported to our audit
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commitiee and informed us that we had material weaknesses (as defined under the standards
cstablished by the Public Company Accounting Oversight Board—U.S.) with respect to our accounting
and reporting of certain complex transactions. In addition, in December 2005, in connection with their
audit of our financial stalcments as of and for the year ended December 31, 2004, our previous
independent auditors reported material weaknesses in our internal controls as defined under auditing
standards generally accepted in the United States of America. A material weakness is a significant
deficiency, or a combination of significant deficiencies, that results in more than a remote likelihood
that a material misstatement of the annual or interim financial statements will not be prevented or
detected,

As a result of the material weakness reported by our independent auditors, we restated our
financial statements as of and for the years ended December 31, 2005, 2004, and 2003 as summarized
in the following table:

December 31, December 31,  December 31,

Change in: 2005 2004 2003
{amounts in $ millions):

Total assets . .. .o s — (0.9) (1.
Liability for fair value of conversion options . ... .......... 4.9 0.6 0.02
Additional paid-in-capital—bencficial conversion feature . .. .. (2.2 — —
Sharcholders’ deficiency . ... ... o il (6.1) 51.7) (12.5)
Netrevenue .. .......... .. ... .. — (0.5) L6
Income from operations. .. ............ ... ... ., — (0.09) 1.7
Change in fair valuc of conversion option . .. ............. (3.6) 0.6 (0.04)
Netincome orloss . ... .. ... ey 3.6 (0.7 L7
Accretion of convertible preferred and redeemable convertible

preferred shares. ... .. ... .. .. i o (22) 6.1 8.0
Increase (decrease) in net income available o common

shareholders . ......... ... .. . ... . ... ... . .. 5.8 (6.8) (6.2)

The following material weaknesses were reported by our independent auditors in connection with
their audit of our financial stalements as of and for the year ended December 31, 2005 and re-audit of
our financial statements as of and for the years ended December 31, 2004 and 2003:

+ We did not have adequate controls to provide reasonable assurance that all clements of
contractual arrangements with customers were being recorded in accordance with generally
accepted accounting principles. Specifically, we did not have adequate controls 1o properly
determine that persuasive evidence of contractual arrangements with customers existed before
recording revenue. Errors in determining that contracts had been signed by customers resulted
in the premature recognition of revenue that should have been deferred to later periods, in
accordance with Statement of Position 97-2 (“SOP 97-27), “Software Revenue Recognition,” and
related interpretations. As a result of these identified deficiencies, materiat revenue-related audit
adjustments were recorded to our financial statements to defer revenue from the periods in
which they were originally recorded until such time as the appropriate revenue recognition
criteria were mel.

* We did not have appropriate accounting personncl who possessed an appropriate level of
experience in the selection and application of generally accepted accounting principles with
respect to the accounting for our previously outstanding Series A convertible preferred stock and
our previously outstanding Series B and C redeemable convertible preferred stock (which
converted into common stock upon the closing of our initial public offering on December 18,
2006) to provide reasonable assurance that all transactions were being appropriately recorded
and summarized in our financial statements. Specifically, we did not properly identify and record
the beneficial conversion option relating to the accrued and unpaid dividends on our previously
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outstanding Serics A convertible preferred stock, We did not identify and record the ¢mbedded
derivative conversion option on our previously outstanding Series B and C redeemable
converlible preferred stock and reflect the changes in the fair value of those conversion optlions
in carnings. We did not accrete the carrying value of our previcusly outstanding Series C
redecemable convertible preferred stock to liquidation value, which was three times the stated
value. As a result of these identified deficiencies, we recorded matcerial post-closing audit
adjustments to our financial statemenis for the years ended December 31, 2005, 2004 and 2003
(of which, financial statements for the year ended December 31, 2003 are not included in the
“Consolidated Financial Statements” as set forth in [tem 8 of this Annual Report on

Form 10-K).

As a result of the material weakness reported by our previous independent auditors, we restated
our financial statements as of and for the year ended December 31, 2003, which resulted in a
$8.1 million decrease in total assets, a $43.3 million increase in shareholders’ deficiency, a $2.8 million
decrease in income from operations, a $10.8 million decrease in net income before and after taxes and
a $2.0 million decrease in net income available 10 common shareholders.

The following material weaknesses were reported by our previous independent auditors in
connection with their audit of our financial statements as of and for the ycars ended December 31,
2004 and 2003 (of which, financial statements for the year ended December 31, 2003 are not included
in the “Consolidated Financial Statements™ as sct forth in Item 8 of this Annual Report on
Form 10-K):

* Errors in revenue recognition were identified that resulted primarily from a lack of secondary
review over the application of accounting principles to specific contract terms as well as the
analysis and estimates supporting the amounts recorded. These errors resulted from the lack of a
systematic process for accumulating information supporting VSOE and underlying recorded
revenue as well as the lack of appropriate levels of review. As a result, we recorded malerial
post-closing audit adjustments to our financial statements for the year ended December 31, 2003,
which financial statements are not included in the “Consolidated Financial Statements” as set
forth under Item 8 of this Annual Report on Form 10-K.

* We did not have appropriate accounting personnel who possessed an appropriate level of
experience in the selection and application of generally accepted accounting principles with
respect to the accounting for our previously outstanding Series A convertible preferred stock and
our previously outstanding Series B and C redeemable convertible preferred stock to provide
reasonable assurance that all transactions were being appropriately recorded and summarized in
the financial statements. Specifically, we did not accrete the carrying value to redemption value
al the earliest redemption date and did not properly record the accrued and unpaid dividends on
our previously outstanding Series A convertible preferred stock and our previously outstanding
Series B and C redeemable convertible preferred stock. As a result of these identified
deficiencies, we recorded material post-closing audit adjustments to our financial stalements for
the year ended December 31, 2003, which financial statements are not included in the
“Consolidated Financial Statements” as set forth under Item 8 of this Annual Report on
Form 10-K.

* We did not have appropriate accounting personnel who possessed an appropriate level of
cxperience in the selection and application of generally accepted accounting principles with
respect to the accounting for income taxes, specifically the appropriate valuation allowance for
deferred tax assets. As a result of this material weakncss, we recorded material post-closing
audit adjustments to our financial slatements for the year ended December 31, 2003, which
financial statements are not included in the “Consolidated Financial Statements” as set forth
under Item 8 of this Annual Report on Form 10-K.
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These material weaknesses may have contributed to the errors corrected in the restatement of our
financial statcments as of and for the years ended December 31, 2005, 2004 and 2003 (of which,
financial statcments for the year ended December 31, 2003 are not included in the “Consolidated
Financial Statements” as set forth in Item 8 of this Annual Report on Form 10-K).

We believe that our remediation efforts and we believe that our actions in this regard have
strengthened our internal controls over financial reporting and these efforts to date have included the
following:

* We have expanded our accounting staff to add additional skills and experience, specifically
experience in revenue recognition for software sales and services, and will continue the
expansion of our accounting staff, as well as the use of qualified outside professionals as
necessary to enhance and maintain our internal accounting controls.

* We instituted new internal accounting controls, including a detailed review of new contracts by
qualified accounting personnel to appropriately recognize and record revenue from term license
sales as well as the sales from professional services and subscription and maintenance.

* We instituted new internal accounting controls over the pricing of our separate software and
service offerings.

* We instituted new accounting procedures to accrete the value of our previously outstanding
preferred stock to its redemption value at the earliest redemption date, and to accrete the value
of our previously outstanding preferred stock for accrued but unpaid dividends.

* We have engaged qualified outside professionals to assist our accounting staff in analyzing and
recording current and deferred income tax provisions and benefits, assets, and liabilitics, and will
continue to do so as necessary 10 improve, enhance and maintain our system of internal
accounting controls.

As of December 31, 2006, we incurred approximately $0.3 million of costs related to our efforts to
remediate our material weaknesses. The costs associated with our remediation efforts to dale have not
been material. We will continue to evaluate the effectiveness of the control environment and will
continue to refine existing controls. We believe that the material weaknesses identified by our
independent auditors have been addressed. However, it is possible that additional deficiencies in our
internal controls may be discovered in the futurc. Any failure to maintain effective controls, or any
difficulties encountered in their improvement, could harm our operating results or cause us to fail to
meel our reporting obligations and may result in a restatement of our prior period financial statements.
Ineffective internal controls could also cause investors to lose confidence in our reported financial
information, which would likely have a negative effect on the trading price of our common stock.

For a description of risks associated with our internal controls, please see “Risk Factors—If we fail
to develop or maintain an effective system of intcrnal controls, we may not be able to accurately report
our financial results or prevent fraud. As a result, current and potential sharcholders could lose
confidence in our financial reporting which would harm our business and the trading price of our
common stock.”

Item 9A(T). Controls and Procedures.
Disclosure Contrels and Procedures

We maintain disclosure controls and procedures (as defined in Rules 13a-15(e) and 15d-15(e)
promulgated under the Exchange Act) that are designed to ensure that information that would be
required to be disclosed in Exchange Act reports is recorded, processed, summarized and reported
within the time periods specified in the SEC’s rules and forms, and that such information is
accumulated and communicated to our management, including the Chief Executive Officer, Chicf
Operating Officer and Chicf Financial Officer, as appropriate, (o allow timely decisions regarding
required disclosure.
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As of December 31, 2607, our management, including the Chief Executive Officer and Chief
Financial Officer, evaluated the effectiveness of the design and operation of the Company’s disclosure
controls and procedures. Based on such evaluation, our management concluded that our disclosure
controls and procedures were effective as of the end of the period covered by this annual report.

Internal Control Over Financial Reporting

The management of the Company is responsible for establishing and maintaining adequate internal
control over financial reporting for the Company. Internal control over financial reporting is defined in
Rules 13a-15(f) and 15d-15(f) under the Securities and Exchange Act of 1934 as a process designed by,
or under the supervision of, the Company’s principal executive and principal financial officcrs and
effected by the Company’s board of dircctors, management, and other personnel, to provide reasonable
assurance regarding the reliability of financial reporting and the preparation of financial stalements for
external purposes in accordance with gencrally accepted accounting principles and includes those
policies and procedures that:

* Pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the
transactions and dispositions of the assets of the Company;

* Provide reasonable assurance that transactions are recorded as necessary to permit preparation
of financial statements in accordance with generally accepted accounting principals, and that
receipts and expenditures of the Company are being made only in accordance with
authorizations of management and directors of the Company; and

* Provide reasonable assurance regarding prevention or timely detection of unauthorized
acquisition, use or disposition of the Company’s asscts that could have a material effect on the
financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or
detect misstatements. Projections of any evaluation of effectiveness to future periods are subject to the
risk that controls may become inadequate because of changes in conditions, or that the degree of
compliance with the policies or procedures may deteriorate.

The Company’s management assessed the effectiveness of the Company’s internal control over
financial reporting as of December 31, 2007. In making this assessment, the Company’s management
used the criteria set forth by the Committee of Sponsoring Organizations of the Treadway Commission
(““COS0™) in Internal Control-Integrated Frameswork.,

Based on our assessment, management concluded that, as of December 31, 2007, the Company’s
internal control over financial reporting is effective based on those criteria set forth.

This annual report does not include an attestation report of the Company’s registered public
accounting firm regarding internal control over financial reporting. Management’s report was not
subject to attestation by the Company’s registered public accounting firm pursuant to temporary rules
of the Securities and Exchange Commission that permit the Company to provide only Management’s
report in this annual report.

Changes in Internal Contrel Over Financial Reporting

There have not been any changes in our internal control over financial reporting during the
quarter ended December 31, 2007 that have materially affected, or are reasonably likely to materially
affect, our internal control over financial reporting.

Item 9B. Other Information.

None.
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PART 111
Item 10. Directors, Executive Officers and Corporate Governance of the Registrant.

We incorporate herein by reference the information contained under the captions “Election of
Dircctors”, “Section 16(a) Beneficial Ownership Reporting Compliance”, “Election of Directors—
Board of Directors and Committees-—Audit Committee”, “Election of Directors—Code of Ethics™ and
“Election of Directors—Board of Directors and Committees—Nominating and Corporate Governance
Committee” in our proxy statement pursuant to Regulation 14A under the Exchange Act to be filed by
us in connection with our 2008 Annual Mceting of Sharcholders with the SEC within 120 days aficr the
end of the fiscal year covered by this Annual Report (the “Proxy Statement™).

Item 11. Executive Compensation.

We incorporate herein by reference the information contained under the captions “Executive
Compensation”, “Compensation Committee Interlocks and Insider Participation” and *“Compensation
Committee Report” in the Proxy Statement.

Item 12. Security Ownership of Certain Beneficial Owners and Management and Related Stockholder
Matters.

We incorporale herein by reference the information contained under the captions “Security
Ownership of Certain Beneficial Owners and Management” and “Equity Compensation Plan
Information” in the Proxy Statement.

Item 13. Certain Relationships and Related Transactions, and Director Independence.

We incorporalte herein by reference the information contained under the captions “Transactions
with Related Persons, Promoters and Certain Control Persons” and “Election of Directors—Board of
Directors and Committees” in the Proxy Statement

Item 14. Principal Accountant Fees and Services.

We incorporale herein by reference the information contained under the caption “Proposal to
Ratify Independent Registered Public Accounting Firm” in the Proxy Statement.
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PART IV
Item 15. Exhibits and Financial Statement Schedules.
{a) Documents filed as a part of this report:

(1) Financial Statements. The “Consolidated Financial Statements™ as set forth under Item 8
of this Annual Report on Form 10-K are incorporated herein.

(2) Financial Statement Schedules. All financial statement schedules have been omitted
because they are not applicable, not required, or the information is shown in the “Consolidated
Financial Statcments” as set forth under Item 8§ of this Annual Report on Form 10-K or the
related notes thereto.

{3) Exhibits. See (b) below.
{b) Exhibits:

Exhibit
Number Description of Document
3.1 Amended and Restated Articles of Incorporation of MEDecision, Inc., as amended
effective December 17, 2007 (incorporated by reference to Exhibit 3.1 filed with the
Company’s Current Report on Form 8-K on December 20, 2007)
3.2 Second Amended and Restated Bylaws of MEDecision, Inc., as amended effective
December 17, 2007 (incorporated by reference to Exhibit 3.2 filed with the Company’s
Current Report on Form 8-K on December 20, 2007)
4.1 Specimen Common Stock Certificate (incorporated by reference to Exhibit 4.1 filed with

Amendment No. 4 1o the Company’s Registration Statement on Form S-1 on
November 17, 2006, Registration No. 333-136532)

4.2(i) Warrant for the Purchase of Common Stock issued to Commerce Bank, N.A. on
February 12, 1997 (incorporated by reference to Exhibit 4.2(i) filed with the Company’s
Registration Statement on Form S-1 on August 11, 2006, Registration No. 333-136532)

4.2(ii) Amendment to Warrant for the Purchase of Common Stock dated August 1, 2006
(incorporated by reference to Exhibit 4.2(ii) filed with the Company’s Registration
Statement on Form S-1 on August 11, 2006, Registration No. 333-136532)

4.3(i) Warrant for the Purchase of Common Stock issued to Commerce Bank, N.A. on June 1,
1999 (incorporated by reference to Exhibit 4.3(i) filed with the Company’s Registration
Statement on Form S-1 on August 11, 2006, Registration No. 333-136532)

4.3(ii) Amendment to Warrant for the Purchase of Common Stock dated August 1, 2006
(incorporated by reference to Exhibit 4.3(ii) filed with the Company’s Registration
Statement on Form S-1 on August 11, 2006, Registration No. 333-136532)

10.1(i)* MEDecision, Inc. Amended and Restated Stock Option Plan (incorporated by reference
to Exhibit 10.1 filed with Amendment No. 5 to the Company’s Registration Statement on
Form S-1 on November 22, 2006, Registration No. 333-136532)

10.1¢iiy* Form of Notice of Grant of Incentive Stock Options under the Amended and Restated
Stock Option Plan (incorporated by reference to Exhibit 10.2 fitled with the Company’s
Registration Statement on Form S-1 on August 11, 2006, Registration No. 333-136532)
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Exhibit
Number

10.1(iiiy*

10.2(1)*

10.2(ii)*

10.3*

10.4*
10.5*

10.6(i)*

10.6ii)*

10.7+

10.8+

10.9+

10.10(i)

10.10(ii)

10.10(iii)

Description of Document

Form of Notice of Grant of Non-Qualificd Stock Options under the Amended and
Restated Stock Option Plan {incorporated by reference to Exhibit 10.3 filed with the
Company’s Registration Statement on Form §-1 on Angust 11, 2006, Regisiration
No. 333-136532)

Employment Agreement dated January 1, 2003 between MEDecision, Inc. and David
St.Clair (incorporated by reference to Exhibit 10.4(i) filed with the Company’s
Registration Statement on Form S-1 on August 11, 2006, Registration No. 333-136532)

Amendment to Employment Agreement dated July 18, 2006 between MEDecision, Inc.
and David St.Clair (incorporated by reference to Exhibit 10.4(ii) filed with the Company’s
Registration Statement on Form S-1 on August 11, 2006, Registration No. 333-136532)

Employment Agrecment dated February 19, 2008 between MEDecision, Inc. and Carl E.
Smith (incorporated by reference to Exhibit 99.1 filed with the Company’s Current Report
on Form 8-K on February 20, 2008)

Employment Agreement dated September 1, 2007 between MEDccision, Inc. and Ronald
D. Nall

Employment Agreement dated December 11, 2007 between MEDecision, Inc. and Scott
Paddock

Employment Termination Letter dated August 14, 2007 between MEDecision, Inc. and
John H. Capobianco (incorporated by reference to Exhibit 99.1 filed with the Company’s
Current Report on Form 8-K on August 17, 2007)

Release and Non-Disparagement Agreement dated August 14, 2007 between
MEDecision, Inc. and John H. Capobianco (incorporated by reference to Exhibit 99.2
filed with the Company’s Current Report on Form 8-K on August 17, 2007)

Agreement of Lease, made March 5, 2004 by and between FV Office Partners, L.P. and
MEDeccision, Inc. (incorporated by reference to Exhibit 10.6 filed with the Company’s
Registration Statement on Form S$-1 on August 11, 2006, Registration No. 333-136532)

Agreement of Leasc, made April 19, 2005 by and between FV Office Partners, L.P. and
MEDecision, Inc. (incorporated by reference to Exhibit 10.7 filed with the Company’s
Registration Statement on Form S-1 on August 11, 2006, Registration No. 333-136532)

Agreement of Lease, made May 31, 2006 by and berween Chesterbrook Partners, LP and
MEDccision, Inc. {incorporated by reference to Exhibit 10.8 filed with the Company’s
Registration Statement on Form S-1 on August 11, 2006, Registration No. 333-136532)

Second Amended and Restated Registration Rights Agreement dated as of September 25,
2001 by and among MEDccision, Inc. and the Holders party thereto (as such term is
defined therein) (incorporated by reference to Exhibit 10.9(i) filed with the Company’s
Registration Statement on Form S-1 on August 11, 2006, Registration No. 333-136532)

Amendment to Second Amended and Restated Registration Rights Agreement dated as
of July 6, 2006 (incorporated by reference to Exhibit 10.9(ii) filed with the Company’s
Registration Statement on Form S-1 on August 11, 2006, Registration No. 333-136532)

Second Amendment to Second Amended and Restated Registration Rights Agreement
dated as of August 2, 2006 (incorporated by reference to Exhibit 10.9€iii} filed with the
Company’s Registration Statement on Form S-1 on August 11, 2006, Registration

No. 333-136532)
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Exhibit
Number

10.11#

10.12(7)#

10.12(ii)#

10.12(iii)#

10.12(iv)#

10.12(v)

10.13#

10.14*

10.15

10.16(i)*

10.16(ii)*

10.17(i)*

Description of Document

Master Product Agreement dated November 15, 2005 between MEDecision, Inc. and
Hecalth Care Service Corporation (incorporated by reference to Exhibit 10.13 filed with
Amendment No, 6 to the Company’s Registration Statement on Form S-1 on
December 11, 2006, Registration No. 333-136532)

Value Added Remarketing Agreement made March 30, 1989 between MEDecision, Inc,
and InterSystems Corporation (incorporated by reference to Exhibit 10.14(i) filed with
Amendment No. | to the Company’s Registration Statement on Form S-1 on
Seplember 28, 2006, Registration No. 333-136532)

2006 Terms and Conditions and Partner Addendum 1o Value Added Remarketing
Agreement (incorporated by reference to Exhibit 10.14(ii) filed with Amendment No. | to
the Company’s Registration Statement on Form S-! on September 28, 2006, Registration
No. 333-136532)

2007 Pricing Terms to Value Added Remarketing Agreement (incorporated by reference
to Exhibit 10.14(iii) filed with the Company’s Current Report on Form 8-K on June 6,
2007)

Letter Amendment to Value Added Remarkeling Agreement dated September 19, 2006
(incorporated by reference to Exhibit 10.14(iv) filed with Amendment No. 1 to the
Company’s Registration Statement on Form S-1 on September 28, 2006, Registration
No. 333-136532)

Amcndment to Value Added Remarketing Agreement dated May 31, 2007 between
MEDecision, Inc. and InterSystems Corporation (incorporated by reference to
Exhibit 10.14(v) filed with the Company’s Current Report on Form 8-K on June 6, 2007)

Master Product and Services Agreement dated June 30, 2005 between MEDecision, Inc.
and Horizon Blue Cross Bluc Shield of New Jersey (incorporated by reference to
Exhibit 10.15 filed with Amendment No. 6 to the Company’s Registration Statement on
Form §-1 on December 11, 2006, Registration No. 333-136532)

Form of Amended and Restated Indemnification Agreement (incorporated by reference to
Exhibit 10.14 filed with the Company’s Annual Report on Form 10-K on March 28, 2007)

Sccond Amended and Restated Loan and Security Agreement dated December 12, 2007
between MEDecision, Inc.,, MEDecision Investments, Inc., and Silicon Valley Bank
{incorporated by reference to Exhibit 99.1 filed with the Company’s Current Report on
Form 8-K on December 18, 2007)

MEDecision, Inc. Series C Stock Equity Incentive Plan (incorporated by reference to
Exhibit 10.20{i) filed with Amendment No. 4 1o the Company’s Registration Stalement on
Form S-1 on November 17, 2006, Registration No. 333-136532)

Form of Non-Qualified Stock Option Agreement under the Series C Stock Equity
Incentive Plan (incorporated by reference to Exhibit 10.20{ii} filed with Amendment No. 4
to the Company’s Registration Statement on Form S-1 on November 17, 2006,
Registration No. 333-136532)

MEDecision, Inc. 2006 Equity Incentive Plan (incorporated by reference to Exhibit 10.21
fited with Amendment No. 4 to the Company’s Registration Statement on Form S-1 on
November 17, 2006, Registration No. 333-136532)
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Exhibit
Number

10.17(ii)*

10.17(ii)*

10.18(i)#

10.18(ii)#

23.1
311
31.2
32.1

Description of Document

Form of ISO Grant Award Agreement under MEDecision, Inc. 2006 Equity Incentive
Plan (incorporated by reference to Exhibit 10.18(it) filed with the Company’s Annual
Report on Form 10-K on March 28, 2007)

Form of Non-Qualificd Stock Option Agrecment under the MEDecision, Inc. 2006 Equity
Incentive Plan (incorporated by reference to Exhibit 10.18(iii) filed with the Company’s
Quarterly Report on Form 10-Q on August 10, 2007)

Master Product Agreement dated June 30, 2004 between MEDecision, Inc. and PacifiCare
Health Systems, Inc. (incorporated by reference to Exhibit 10.19(i) filed with the
Company’s Quarterly Report on Form 10-Q on August 10, 2007)

Amendment # | to Master Product Agreement effective as of April 16, 2007 between
MEDecision, Inc. and PacifiCare Health Systems, Inc. (incorporated by reference to
Exhibit 10.19(ii) filed with the Company’s Quarterly Report on Form 10-Q on August 10,
2007)

Subsidiaries of MEDeccision, Inc. (incorporated by reference 1o Exhibit 21.1 filed with
Amendment No. 4 10 the Company’s Registration Statement on Form S-1 on
November 17, 2006, Registration No. 333-136532)

Consent of Grant Thornton LLP
Certification by Chief Executive Officer pursuant to Rule 13a-14(a)/15d-14(a)
Certification by Chicf Financial Officer pursuant to Rule 13a-14(a)/15d-14(a)

Certification Furnished pursvant o 18 U.S.C. Section 1350 as adopted pursuant to
Section 906 of the Sarbanes-Oxley Act of 2002

*  Management contracts and compensatory plans and arrangements required to be filed as exhibits
pursuant to Item 15(b) of this Annual Report on Form 10-K.

+  Exhibits and schedules have been omitted and will be provided to the Securities and Exchange
Commission upon request.

#  An application has been submitted to the Securities and Exchange Commission for confidential
treatment, pursuant to Rule 406 of the Securities Act of 1933 and Rule 24b-2 of the Securitics and
Exchange Act of 1934, of portions of these exhibits. These portions have been omitted from these

exhibits,

(¢) Financial Statement Schedules. None
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the
registrant has duly causcd this report to be signed on its behalf by the undersigned, thereunto duly
authorized, in the City of Wayne, Commonwealih of Pennsylvania on March 28, 2008.

MEDECISION, INC.

By: /s/ DAVID ST.CLAIR

David S1.Clair
Chairman of the Board of Directors and
Chief Executive Officer

Pursuant 1o the requirements of the Securities Exchange Act of 1934, this report has been signed
below by the following persons on behalf of the registrant and in the capacitics and on the dates
indicated.

Signature m Da_le
/s/ DAVID ST.CLAIR Chairman of the Board of Directors and March 28, 2008
David St.Clair Chief Executive Officer (Principal

Executive Officer)

/s/ CARL E. SMITH Executive Vice President and Chief March 28, 2008
Carl E. Smith Financial Officer (Principal Financial
and Accounting Officer)

/s/ TIMOTHY W, WALLACE Director March 28, 2008
Timothy W. Wallace

fs/ THOMAS R. MORSE Director March 28, 2008
Thomas R. Morse

/s/ PAUL E. BLONDIN Director March 28, 2008
Paul E. Blondin

/s/ ELIZABETH A, Dow Director March 28, 2008
Elizabeth A. Dow
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Exhibit 23.1

CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

We have issued our report dated March 25, 2008 accompanying the consotidated financial
statements and management’s assessment of the effectiveness of internal control over financial
reporting included in the Annual Report of MEDeccision, Inc. on Form 10-K for the year ended
December 31, 2007, We herchy consent 1o the incorporation by reference of said report in the
Registration Statement of MEDecision, Inc. and Subsidiaries on Form S-8 (File No. 333-139489,
effective December 19, 2006).

/s/ Grant Thornton LLP

Philadelphia, Pennsylvania
March 23, 2008




Exhibit 31.1

I, David St.Clair, certify that:
1. I have reviewed this annual report on Form 10-K of MEDecision, Inc.;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact
or omil to stale a material fact necessary to make the statements made, in light of the circumstances
under which such statements were made, not misleading with respect 1o the period covered by this
report;

3. Based on my knowledge, the financial statements, and other financial information included in
this report, fairly present in all material respects the financial condition, results of operations and cash
flows of the registrant as of, and for, the periods presented in this report;

4. The registrant’s other certifying officer and 1 are responsible for establishing and maintaining
disclosure controls and procedures (as defined in Exchange Act Rules 13a-15(¢) and 15d-15(e)) and
internal control over financial reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f)) for
the registrant and have:

(a) Designed such disclosure controls and procedures, or caused such disclosure controls and
procedures 1o be designed under our supervision, to ensure that materiat information relating to
the registrant, including its consolidated subsidiaries, is made known to us by others within those
enlities, particularly during the period in which this report is being prepared;

(b) Designed such internal control over financial reporting, or caused such internat control
over financial reporting 1o be designed under our supervision, to provide reasonable assurance
regarding the reliability of financial reporting and the preparation of financial statements for
external purposes in accordance with generally accepted accounting principals;

(c) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and
presented in this report our conclusions about the effectiveness of the disclosure controls and
procedures, as of the end of the period covered by this report based on such evaluation; and

(d) Disclosed in this report any change in the registrant’s internal control over financial
reporting that occurred during the registrant’s most recent fiscal quarter (the registrant’s fourth
fiscal quarter in the case of an annual report) that has malerially affected, or is reasonably likely to
materially affect, the registrant’s internal control over financial reporting; and

5. The registrant’s other certifying officer and 1 have disclosed, based on our most recent
evaluation of internal control over financial reporting, 1o the registrant’s auditors and the audit
committee of the registrant’s board of directors (or persons performing the equivalent functions):

(a) All significant deficiencies and material weaknesses in the design or operation of internal
control over financial reporting which are reasonably likely to adversely affect the registrant’s
ability (o record, process, summarize and report financial information; and

(b) Any fraud, whether or not material, that involves management or other employees who
have a significant role in the registrant’s internal control over financial reporting.

Date: March 28, 2008 fs/ DAVID ST.CLAIR

David St.Clair
Chief Executive Officer




Exhibit 31.2
I, Carl E. Smith, certify that:
1. I have reviewed this annual report on Form 10-K of MEDecision, Inc.;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact
or omit to stale a material fact necessary to make the statements made, in light of the circumstances
under which such statcments were made, not misleading with respect to the period covered by this
report;

3. Based on my knowledge, the financial statements, and other financial information included in
this report, fairly present in all material respects the financial condition, results of operations and cash
flows of the registrant as of, and for, the periods presented in this report;

4. The registrant’s other certifying officer and 1 are responsible for establishing and maintaining
disclosure controls and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(¢e)) and
internal control over financial reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f)) for
the repistrant and have:

(a) Designed such disclosure controls and procedures, or caused such disclosure controls and
procedures to be designed under our supervision, to ensure that material information relating to
the registrant, including its consolidated subsidiaries, is made known to us by others within those
entities, particularly during the period in which this report is being prepared;

(b) Designed such internal control over financial reporting, or cavsed such internal control
over financial reporting to be designed under our supervision, to provide reasonable assurance
regarding the reliability of financial reporting and the preparation of financial statements for
exlernal purposes in accordance with gencrally accepted accounting principals;

(c) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and
presented in this report our conclusions about the effectiveness of the disclosure controls and
procedures, as of the end of the period covered by this report based on such evaluation; and

(d) Disclosed in this report any change in the registrant’s internal control over financial
reporting that occurred during the registrant’s most recent fiscal quarter (the registrant’s fourth
fiscal quarter in the case of an annual report) that has materially affected, or is reasonably likely to
maicrially affect, the registrant’s internal control over financial reporting; and

5. The registrant’s other certifying officer and I have disclosed, based on our most recent
evaluation of internal control over financial reporting, to the registrant’s auditors and the audit
commitiee of the registrant’s board of directors (or persons performing the equivalent functions):

{a) All significant deficicncies and material weaknesses in the design or operation of internal
control over financial reporting which are reasonably likely to adversely affect the registrant’s
ability to record, process, summarize and report financial information; and

(b) Any fraud, whether or not material, that involves management or other employees who
have a significant role in the registrant’s internal control over financial reporting,.

Date: March 28, 2008 /s/ CARL E. SMITH
Carl E. Smith
Chief Financial Officer




Exhibit 32.1

CERTIFICATION PURSUANT TO
18 U.S.C. SECTION 1350,
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the accompanying Annual Report on Form 10-K of MEDecision, Inc. {(the
“Company”) for the fiscal year ended December 31, 2007, as filed with the United States Securities
and Exchange Commission on the date hereof (the “Report”), the undersigned, David St.Clair, Chief
Excculive Officer of the Company, and Carl E. Smith, Chief Financial Officer of the Company, certify,
pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of
2002, that to their respective knowledge:

1. The Report fully complies with the requirements of Section 13{a) or 15(d) of the
Sccurities Exchange Act of 1934, as amended; and

2. The information contained in the Report fairly presents, in all material respects, the
financial condition and results of operations of the Company.

By: /s/ David ST.CLAIR
David St.Clair
Chief Executive Officer
March 28, 2008

By: /s/ CArL E. SMITH
Carl E. Smith
Chief Financial Officer
March 28, 2008

This certification is made solely for the purposes of 18 U.S.C. Section 1350, subject to the
knowledge standard contained therein, and not for any other purpose. A signed original of this written
statement required by Section 906 has been provided to MEDecision, Inc. and will be retained by
MEDecision, Inc. and furnished to the United States Securities and Exchange Commission or its staff
upon request.
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Annual Meeting

The Annual Meeting of Shareholders will be held Tuesday, May 27, 2008 at 10:00AM EDT
at 601 Lee Road, Chesterbrook Corporate Center, Wayne, PA 19087
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Exchange: NASDAQ
Ticker: MEDE
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David S$t.Clair
Chairnan of the Board and
Chief Executive Officer

Carl E. Smith
Executive Vice President and
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Andrew P. Schuyler, M.D.
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Scott Paddock
Executive Vice President and
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Chairman of the Board and
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Thomas R. Morse

President, Liberty Advisors, Inc.
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Elizabeth A. Dow
President and
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Pepper Hamilton LLP
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AUDITORS
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Philadelphia, PA 19103

TRANSFER AGENT

StockTrans, Inc.
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Ardmore, PA 19003
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